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INTRODUCTION 

Please state your name and business address. 

My name is Julie K. Price. My business address is 220 South King Street, 

Honolulu, Hawaii. I am the Manager of Compensation and Benefits at Hawaiian 

Electric Company, Inc.("HECO). 

What is your area of responsibility in this proceeding? 

My testimony will cover HECO's test year estimates of employee benefit 

expenses (Account 926000 and Account 926010) as included in total 

Administrative and General ("A&G) expenses addressed by Ms. Faye Yamauchi 

in HECO RT-13. The employee benefit expenses charged to operations and 

maintenance ("O&M), is the net amount resulting from the total cost of 

employee benefits (Accounts 926000 and 926010), and the amount transferred to 

construction and other (Account 926020). The amount transferred to construction 

and other (Account 926020) is covered by Ms. Faye Yamauchi in HECO RT-13. 

I will also cover the wage and salary increases projected for the test year, the 

Human Resources Suite Project and provide information on an additional position 

in the Compensation and Benefits division. 

How will your rebuttal testimony be presented? 

My rebuttal testimony will: 

1) present the Company's revised test year estimates for employee benefit 

expenses; 

2) discuss issues raised by the Consumer Advocate ("CA") and the Department 

of Defense ("DOD) on the Company's employee benefit expenses; 

3) review the wage and salary increases projected for the test year; 

4) update the status of the Human Resources Suite Project, and, 
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5) provide information regarding an additional position in the Compensation 

and Benefits division. 

TEST YEAR EMPLOYEE BENEFIT EXPENSES 

Please describe what is included in employee benefit expenses. 

HECO's employee benefit expenses were broken down into general categories in 

HECO-1502 of HECO T-15 as follows: 

Account 926000 Emplovee Pensions and Benefits 

Qualified Pension Plan 

Non-Qualified Pension Plans 

Other Postretirement Benefits 

Long-Term Disability Benefits 

Other Benefits/Administration 

Account 926010 Emplovee Benefits -Flex Credits 

Flex Credits Less Prices 

Group Medical Plan 

Group Dental Plan 

Group Vision Plan 

Group Life Insurance Plan 

OtherIAdministration 

How were employee benefit expenses estimated for the test year? 

Expenses related to insurance premiums such as medical, dental, vision, life 

insurance, and long term disability were estimated using an average level of 

employees projected for the test year, and employee elections, wages and salaries 

and premium rates as of January 1,2005. Pension and postretirement benefit 
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costs were determined by the actuary for the plans, Watson Wyatt Worldwide, 

under the applicable accounting standards and using January 1,2005 employee 

demographics. 

How were employee benefit expenses updated from HECO's direct testimony? 

The amount charged to O&M for employee benefit expenses in direct testimony 

was $15,843,000. The updated employee benefit expenses charged to O&M in 

this rebuttal testimony are $16,152,000, an increase of $309,000 (see HECO-R- 

1501, columns a, e, line 19). 

Employee benefit expenses in Account 926000 and Account 926010 were updated 

from direct testimony to include: 

1) enrollment data and premium rates as of January 1,2005, 

2) adjustments to delete administrative expenses related to the 401(k) plan per 

HECO T-1, pg. 26, 

3) updated pension and postretirement plan costs, and 

4) a correction to reverse a prior adjustment. 

Why were these updates necessary? 

Updates using January 1,2005, employee enrollment data and actual premium 

rates provide better estimates of costs for the test year. Pension and 

postretirement costs for 2005 were received in June, 2005. 

Were these updates previously provided to the CA and the DOD? 

Updates in items 1-3 above were provided to the CA and the DOD in response to 

various information requests and in Attachment 8 of HECO's June 15,2005 

submission to the CA and the DOD. 

Please explain the correction listed as item 4 above. 

25 A. A correction of $65,000 was made in Account 926000 to reverse a prior 
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adjustment. This correction is necessary to reverse a portion of the ($52,000) 

adjustment previously included in Attachment 8, page 1, note c. The ($52,000) is 

the net amount resulting from ($65,000) for HE1 Executive Incentive 

Compensation Plan ("EICP") charges and $13,000 of additional HE1 charges. 

The ($65,000) adjustment was included in error since HE1 EICP charges were 

previously excluded in total for all A&G accounts in Mr. Ernest Shiraki's direct 

testimony, HECO T-13, page 26. 

Q. How were pension and postretirement costs updated? 

A. Pension plan costs increased by $239,000 and postretirement benefit costs 

increased by $31 1,000 fiom direct testimony. Pension costs included in A&G 

expenses are the net periodic pension cost as determined by the actuary, Watson 

Wyatt Worldwide, under the provisions of the Statement of Financial Accounting 

Standards No. ("SFAS") 87. Postretirement costs included in A&G expenses are 

the net periodic postretirement benefits cost of $7,033,000 as determined by the 

actuary, Watson Wyatt Worldwide, under the provisions of SFAS 106, reduced by 

$900,000 related to executive life insurance benefits, plus $1,302,000 which is the 

amortization of the regulatory asset established in accordance with the Decision 

and Order ("D&O") 13659, issued on November 29, 1994, and letter dated 

December 28, 1994, in Docket Nos. 7243 and 7233 (consolidated), less $297,000 

which represents the electric discount for retirees. 

Q. What are the reasons for the increase in costs fiom direct testimony? 

A. Updated net period pension and postretirement benefit costs are greater than prior 

estimates due to a decrease in the discount rate assumption fiom 6.25% to 6%, and 

an increase in the number of covered employees beyond the actuary's prior 

estimate. In addition, the increase in pension costs was offset by the effect of a 
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contribution of $15,186,494 made in December, 2004. Postretirement costs also 

increased due to changes in the graded trend rates for medical costs from 10% 

grading down to 5% (previously 10% grading down to 4.5%), dental costs from 

4.25% to 5% and vision costs from 3.25% to 4%. 

What accounts for these increasing costs? 

Pension and postretirement costs have been increasing since 2004 and will 

continue to increase under current estimates. The reasons for these increasing 

costs include a trend of decreasing long term interest rates used to discount 

pension liabilities and the recognition of deferred asset losses due to investment 

performance below expected returns in recent years. 

ISSUES RAISED BY THE CA AND THE DOD 

What is the level of employee benefit expenses proposed by the CA and the DOD 

for Account 926000? 

The CA and the DOD propose a total of $13,023,000 in Account 926000 

compared to HECO's revised estimate of $13,671,000 (see HECO-R-1501, 

column f and g, line 8). The difference is attributable to 1) HECO's $65,000 

correction as explained above, and 2) a $583,000 reduction described as the 

employee benefits adjustment for the "Even Hiring Lag" approach for "open 

positions" (see CA-101, Schedule C-21, DOD-118). 

What is HECO's position on this adjustment? 

HECO does not agree with the labor adjustment and associated adjustment for 

employee benefits to the test year estimates. Ms. Tayne Sekimura discusses the 

Company's position in detail in HECO RT-16. 
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WAGE AND SALARY INCREASES 

What were the estimates of wages and salaries for the test year? 

As covered by my direct testimony, test year expenses included a general wage 

increase for bargaining unit positions of 1.5% effective May 1,2005, and 1.5% 

effective November 1,2005 calculated as a percentage of wages as of November 

1,2002. A budget of 3.50% for merit salary increases effective May 1,2005, and 

.25% equity increase effective September 1,2005, calculated as a percentage of 

salaries as of April 30,2005, was included for nonunion positions. 

Were any issues raised by the CA and DOD regarding the wage and salary 

increase assumptions? 

No issues were raised on the wage and salary increases. 

HUMAN RESOURCES SUITE 

What is the status of the Human Resources Suite project? 

Due to the delay in implementation of this project, expenses related to the Human 

Resources Suite project were removed from the test year, which include the 

removal of the annual amortization of Phase 1 costs from A&G expenses and the 

average balance of unamortized system development costs from rate base (see the 

response to CA-IR-661 and CA-IR-352). The CA and the DOD have 

incorporated these changes in their test year estimates. 

ADDITIONAL POSITION 

How have staffing levels changed in the compensation and benefits division? 

One position was added to the division that was not included in the test year 

stafiing level as discussed by Ms. Tayne Sekimura in HECO RT-16. 
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Please describe the position. 

The position is for a Benefits AdministratorIAnalyst that was filled in May, 2005. 

Why was this position created? 

An additional position was required due to the need for expanded oversight of 

data maintenance and monitoring of current processes to meet the requirements of 

the Sarbanes-Oxley Act of 2002 ("SOX) for the pension and postretirement 

plans. This resulted from our review of our internal controls over financial 

reporting for our pension and postretirement sub-processes. Additional controls 

were required and additional support to the systems administrator was necessary. 

How are labor costs for this position charged? 

Currently 6% of labor costs are being charged to other companies with remaining 

costs charged to Account 926. 

SUMMARY 

Please summarize your rebuttal testimony. 

HECO's estimated employee benefit expenses charged to O&M as revised in this 

rebuttal are $16,152,000 which is $309,000 greater than the estimates included in 

direct testimony. Updates were made to incorporate more recent information and 

corrections. The CA's and the DOD's proposed level of employee benefits is 

$15,524,000 which includes an adjustment of ($583,000), to reflect a "hiring lag". 

HECO does not agree to the "hiring lag" adjustment. 

Pension and postretirement benefit costs have also been updated to reflect changes 

in assumptions and the number of participants as of January 1,2005. These costs 

are projected to continue to increase under current conditions. 

Wage and salary increases as included in direct testimony were not contested and 
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1 amounts related to the Human Resources Suite Project were removed due to the 

2 delay in implementation of this project. 

3 Finally, an additional position was created and has been filled to support SOX 

4 compliance. 

5 Q. Does this conclude your testimony? 

6 A. Yes. 

7 

8 

9 



HAWAIIAN ELECTRIC COMPANY. INC. 
Administrative & General Expenses - Employee Benefits 
($Thousands) 

a b c d e 
Rev PI Est 

Line Account Description Direct per Rev TY  st 
PI Est. Adj Attach 8 Adj. PI Est 

926000 Employee Pensions and Benefits 
1 Qualified Pension Plan 4.349 239 4.588 4.588 
2 Non-Qualified Pension Plans 0 0 0 0 
3 Other Postretirement Benefits 6.827 31 1 7,138 7,138 
4 Long-Term Disability Benef~s 684 -86 598 598 
5 Other BenefiklAdministration 849 -129 720 65 785 
6 Subtotals Non-Labor 12.709 335 13.044 13.109 
7 Labor 
8 Total 926000 

926010 Employee BeneMs-Flex Credits 
9 Flex Credits Less Prices -1.289 168 -1.121 
10 Group Medical Plan 
11 Group Dental Plan 
12 Group Vision Plan 
13 Group Life Insurance Plan 
14 OtherlAdministration 
15 Subtotals: Non-Labor 
16 Labor 
17 Total 926010 

18 926020 Employee Benefits Transfer -7.239 -121 -7360 -20 -7,380 

19 Grand Total Charged to 0&M 15,843 264 16,107 45 16.152 

C0l 
a HECO-1502 
c Attachment 8, submitted 6115105 
d Correction to Attachment 8 to reverse ElCP for HE1 charges previously deleted per CA-IR-346, pg. 2, note 1, 
f Exhibit CA-101, Schedule C-22. HECOICA-IR-202. Schedule C-16, Schedule C-21 
g Exhibits DOD-123 and DOD-118 
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13 Group Life Insurance Plan 
14 OtherlAdministration 
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c Attachment 8, submitted 6/15/05 
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INTRODUCTION 

Please state your name and business address. 

My name is Tayne S. Y. Sekimura and I am the Financial Vice President at 

Hawaiian Electric Company, Inc. ("HECO). My business address is 900 

Richards Street, Honolulu, Hawaii, 96813. 

Have you previously submitted testimony in this docket? 

Yes. I submitted written direct testimony, exhibits, and supporting workpapers as 

HECO T- 16. 

What will you present in this testimony? 

In this testimony, I will: 

1) Present the Company's rebuttal position related to depreciation expense and 

accumulated depreciation; 

2) Present the Company's average employee count for the test year, and address 

the Consumer Advocate's and Department of Defense's proposed adjustment 

related to the average employee count for the test year; 

3) Present the Company's position regarding the King Street Office Building 

Lease; 

4) Present the Company's position regarding its Prepaid Pension Asset; 

5) Address the Company's ratemaking treatment for computer software 

development costs, abandoned capital project costs, and gain on the sale of 

land and Iolani Court Plaza lease premium; and 

6) Address the Company's latest discussions with rating agencies and the need to 

maintain financial integrity. 

Did you present testimony in other areas in direct testimony? 

Yes, I addressed the overall normalized test year 2005 estimates for Miscellaneous 



HECO RT-16 
DOCKET NO. 04-01 13 
PAGE 2 OF 68 

Administrative and General ("A&G) expenses, which include account numbers 

928-932, in my direct testimony filing. However, Ms. Faye Yamauchi, in HECO 

RT-13, has been assigned the rate case responsibilities for the Miscellaneous 

A&G expenses in rebuttal testimony and has adopted my direct testimony in that 

area. 

DEPRECIATION EXPENSE AND ACCUMULATED DEPRECIATION 

What is the Company's rebuttal position with respect to depreciation expense and 

accumulated depreciation? 

The Company's rebuttal test year 2005 estimates for depreciation expense and 

accumulated depreciation are as follows: 

1) Depreciation expense: $70,730,000 

2) Accumulated depreciation: $1,053,599,000 

Do the rebuttal estimates shown above reflect adjustments to the Company's 

direct testimony estimates? 

Yes. The Company's direct testimony estimates for depreciation expense and 

accumulated depreciation shown on HECO-R-1601 were adjusted. 

In general, why did the Company adjust its direct testimony estimates? 

The adjustments were made to reflect actual balances as of 12/31/2004 and 

updates to the test year 2005 plant additions, covered in Ms. Nagata's testimony at 

HECO-RT-18. The adjustments also reflect updates to the historical 5-year 

averages for retirements, cost of removal, and salvage which are used to calculate 

HECO's 2005 test year estimates for retirements, cost of removal, and salvage. 

See HECO-R-1601. 

Are there any differences between the Company and the CA andlor DOD with 

respect to the 2005 test year estimates for depreciation expense and accumulated 
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depreciation? 

A. The DOD's 2005 test year depreciation expense estimate of $70,730,000 per 

DOD's Exhibit DOD-104 agrees with HECO's rebuttal test year 2005 estimate. 

With respect to the 2005 test year accumulated depreciation estimate, prior to the 

adjustments noted on Column 4 at HECO-R-1601, the DOD was in agreement 

with HECO's 2005 test year estimate for net plant in service (which includes the 

accumulated depreciation estimate) per DOD's Exhibit DOD-103. The 

adjustments noted on Column 4 at HECO-R-1601 are the results of updates to the 

2005 test year plant additions and updates to the historical 5-year averages for 

retirements, cost of removal, and salvage which are used to calculate HECO's 

2005 test year estimates for retirements, cost of removal, and salvage. 

The CA's 2005 test year estimate for depreciation expense does not agree 

with HECO's 2005 test year estimate. Per the CA's Exhibit CA-I01 Schedule C, 

page 1, the CA's proposed depreciation expense of $70,690,000 is $40,000 lower 

than HECO's 2005 test year estimate of $70,730,000. 

Additionally, the CA's 2005 test year accumulated depreciation estimate 

does not agree with HECO's 2005 test year estimate. 

Q. Please explain the reasons for the differences in the 2005 test year depreciation 

expense estimates proposed by HECO and the CA. 

A. The CA's 2005 test year depreciation expense is $40,000 lower than HECO's 

2005 test year estimate because while the CA accepted HECO's updated 

depreciation accrual amount, the CA did not include the $36,000 adjustment 

resulting from the reduction of depreciation expense on vehicles which related to 

the updated depreciation accrual (i.e, reflecting lower depreciation expense on 

vehicles) which is reclassified from depreciation expense and charged to a 
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clearing account. Additionally, the CA's proposed 2005 test year depreciation 

expense includes an adjustment of $4,000 for the combined heat and power 

projects which was already taken into account in HECO's 2005 test year 

depreciation expense. 

Why is the annual vehicle depreciation accrual subtracted from the total 

depreciation accrual in deriving the amount of depreciation expense included in 

operating expense? 

As described in my direct testimony at HECO-T-16, page 20, the annual vehicle 

depreciation accrual is excluded because it is cleared (i.e. charged) to either 

capital or operation ("O&Mn) projects for which the vehicles are used. 

This clearing process results in the inclusion of the vehicle depreciation 

accrual in either the O&M expenses for that particular O&M project or in the 

subsequent depreciation expense of the assets resulting from the capital projects to 

which the vehicle depreciation is charged. Thus, it is necessary to exclude the 

vehicle depreciation accrual from the total depreciation accrual to avoid double- 

counting the expense. 

Please explain the reason for the differences in the 2005 test year accumulated 

depreciation estimates proposed by HECO and the CA. 

In response to HECOICA-IR-122, the CA indicated that after reflecting revisions 

to their 2005 test year accumulated depreciation estimate, the results would match 

the updated results proposed by HECO in it response to DOD-IR-9-3. Since 

providing information in response to DOD-IR-9-3, HECO again revised its 2005 

test year accumulated depreciation estimate to reflect updates to the test year 2005 

plant additions and updates to the historical 5-year averages for retirements, cost 

of removal, and salvage which are used to calculate HECO's 2005 test year 
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estimates for retirements, cost of removal, and salvage. 

TOTAL AVERAGE NUMBER OF EMPLOYEES 

What was the Company's test year 2005 total average number of employees 

presented with the Company's direct testimonies? 

The Company's test year 2005 total average number of employees presented with 

direct testimonies was 1,493. (See HECO T-16, page 25; HECO-1612; response 

to CA-IR-508.) 

Has the Company since revised its test year 2005 total average number of 

employees? 

Yes. The Company's revised test year 2005 total average number of employees is 

1,485, as shown in HECO-R-1602. Like the average number of employees figure 

presented with direct testimonies, this revised employee count includes regular, 

temporary and probationary employees, but excludes temporary agency help hired 

on a contractual basis. The average number of employees was determined using a 

13-month average based on the total number of employees at the end of each 

month. 

Why is the Company presenting a revised test year 2005 total average number of 

employees? 

As explained by Mr. Hee in HECO RT-10 (and also in response to CA-IR-78), 

there was a net decrease of eight positions in the Energy Solutions area as a result 

of (a) a reduction of twelve positions in Energy Services to reflect that the costs 

for these twelve positions have been removed from the test year results of 

operations because new DSM Programs will be considered in the Energy 

Efficiency Docket No. 05-0069, and the cost for existing DSM Programs that are 

currently recovered through a surcharge will continue to be recovered in that 
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manner at this time and (b) an increase of four positions to reflect the addition of 

three Energy Services positions and one IRP position. 

Q. Was the revised test year estimate of the number of employees developed in the 

same manner as discussed on page 26 of your direct testimony (HECO T-16)? 

A. Yes. 

Actual Em~lovee Count 

Q. Do you have updated information on the Company's actual employee count? 

A. Yes. The actual monthly employee count for December 2004 through July 27, 

2005 is provided in HECO-R- 1604. 

Q. What is the Company's actual employee count as of July 27,2005? 

A. The actual employee count as of July 27,2005 is 1,454. See HECO-R-1604. 

Q. Who updates the Company's efforts to fill unfilled positions? 

A. The individual O&M witnesses whose areas have unfilled positions. 

Additional Unforecasted Positions 

Q. Were there additional positions approved subsequent to the development of the 

Company's 2005 test year employment count forecast that are not included in the 

revised estimate? 

A. Yes. There are additional positions that were approved subsequent to the 

development of the Company's 2005 test year forecasted employee count, in 

addition to the four positions already discussed. These additional positions have 

not been included in the Company's 2005 test year employee count. I will refer to 

these positions as "additional unforecasted positions". These positions have not 

been included because the Company has not adjusted its labor cost estimates to 

reflect these new positions. However, if an adjustment is made to test year labor 

expenses based on differences between the test year employee count and the 
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actual employee count for 2005, as proposed by the CA and DOD, then the 

expected 2005 actual employee count should be considered. 

Q. How many of these additional unforecasted positions are expected to be filled by 

the end of 2005? 

A. As of June 30,2005,41 of these additional unforecasted positions had been filled 

as set forth in HECO-R-1606. Another 11 positions are expected to be filled as of 

the end of this year with one remaining position forecast to be filled shortly after 

the end of this year. Thus, while some of the originally estimated test year 

positions may be unfilled by the end of 2005, the total employee count at the end 

of 2005 will probably exceed the revised test year year-end count of 1,490. 

The breakdown of these 53 additional unforecasted positions, along with the 

number of these positions that have been filled as of June 30,2005, is shown 

below by Department area. There is also a designation of the witness that will 

address these additional unforecasted positions in their rebuttal testimony. 

VP # Additional Unforecast/# Filled Reference 

Corporate Excellence 515 (HECO RT-13, RT-15) 

Energy Delivery 1211 (HECO RT-8) 

Energy Solutions 716 (HECO RT-7, RT-10, RT-13) 

Financial VP 515 (HECO RT-13) 

Government & Community Affairs 414 (HECO RT-13) 

President's Office 818 (HECO RT-13, RT-16) 

Power Supply 10/10 (HECO RT-6) 

VP - Special Projects 212 (HECO RT- 16) 
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The impact of the additional unforecasted positions that were filled was reflected 

in the actual employee count figures provided in a number of IR responses. 

Q. Please provide an example of where the impact of the additional unforecasted 

positions that were filled was reflected in the actual employee count figures. 

A. In the Company's response to DOD-IR-8-8 on pages 3 and 4, the Company 

provided its end of 2004 actual employee count of 1,415. The 1,415 positions 

includes 17 additional unforecasted positions that had been filled. See HECO-R- 

1606. 

Wages And Benefits Of The Additional Unforecasted Positions 

Q. Has the Company calculated the wages and benefits for the 53 additional 

unforecasted positions? 

A. Yes, please see HECO-R-1606. This exhibit shows the annual wages and benefits 

estimates for the 41 positions already filled (as of June 30,2005), which totals 

$3,502,000. The wages component totals $2,878,000 and the benefits component 

totals $624,000. Of the total wages and benefits component, $2.51 1,000 is 

charged to O&M expense, $502,000 goes to capital costs, $232,000 is billable 

(which means charges are billed to others [i.e., HELCO or MECO]), and 

$257,000 goes to clearing (a portion of the clearing charges will end up going to 

O&M expense). As noted in HECO-R-1606, the wages and benefits estimates 

were calculated based on the standard labor rate for the labor class of the 

respective positions and the benefits rate of $7.99/hour was applied to 1904 

productive hours. 

This exhibit also shows the wages and benefits for the 53 positions, which 

totals $4,495,000. The wages component totals $3,689,000 and the benefits 

component totals $806,000. Of the total wages and benefits component, 
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$2,987,000 is charged to O&M expense, $815,000 goes to capital costs, $232,000 

is billable, and $461,000 goes to clearing (a portion of the clearing charges will 

end up going to O&M expense). 

Additional Unforecasted Positions In the Strategic Initiatives And Soecial Proiects 

Q. Please describe the additional unforecasted positions that fall under the President. 

A. As shown on HECO-R-1603, there are two additional unforecasted positions that 

fall under the President. These two positions are in the Strategic Initiatives 

Division. The Strategic Initiatives Division facilitates the Company's long-term 

strategic planning process and continuous improvement initiatives. The two 

additional unforecasted positions in this Division are the Director, Strategic 

Initiatives and an Administrative Assistant. The Director, Strategic Initiatives 

position was filled in November 2004. Prior to filling this position, the previous 

Director, Strategic Initiatives was performing some of the work of the Director, 

Strategic Initiatives on an interim basis while also fulfilling her new position's 

responsibilities. The Director's responsibilities include assessing, guiding and 

tracking the Company's long-term strategic direction by facilitating the strategic 

planning process and continuous improvement initiatives as well as assisting the 

Chief Executive Officer with internal and external communications, handling 

protocol responsibilities, and coordinating executive functions and activities as 

required. The Administrative Assistant's position is a newly created position 

which was filled in January 2005. The Administrative Assistant's responsibilities 

include providing administrative and clerical support to the Chief Executive 

Officer, Director of Strategic Initiatives, and the Chief Executive Officer's Ofice 

Administrator. 
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Q. Are there additional unforecasted positions in the Special Projects area? 

A. Yes, as shown on HECO-R-1603 there are two additional unforecasted positions 

in the Special Projects area. The positions are the Vice-President, Special 

Projects and Executive Secretary. These positions have been filled since 

September 2004. As stated in the response to CA-IR-512, the Vice President, 

Special Projects' responsibilities include overseeing special projects and 

assignments that need executive oversight, and overseeing the development and 

implementation of the Energy Management System ("EMS") and Outage 

Management System ("OMS"), the construction of the new Dispatch Office, and 

the overall integration of the Customer Information System ("CIS"). As stated in 

the response to CA-IR-5 12, the Executive Secretary's responsibilities include 

providing secretarial and administrative support to the Vice President, Special 

Projects. These two positions will continue for the duration of the EMS and OMS 

projects, currently scheduled to be completed by mid-2007. At that point, if there 

are no major systems projects to oversee (interoperability will continue until the 

completion of the CIS project around the middle of 2008), these positions will be 

phased out. 

Proposed Labor Expense Adiustments Of The CA And DOD 

Q. What is the CA's position on the Company's 2005 test year average number of 

employees? 

A. The CA did not propose an adjustment to the Company's 2005 test year average 

number of employees. Instead, the CA proposed labor expense adjustments. The 

CA proposed adjustments to Non-Production O&M labor expense, Production 

operations labor expense and Production maintenance labor expense. 

25 Q. What is the CA' proposed Non-Production O&M labor expense adjustment? 
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The CA proposed an adjustment of $1,599,000 (which includes the employee 

benefits as well). CA-T-2, pages 81-82; Exhibit CA-101, Schedule C-21. 

What is the CA's proposed Production operations labor expense adjustment? 

The CA proposed an adjustment of $218,000. CA-T-1, page 61; CA-101, 

Schedule C-8; CA-WP-101-C8/9. 

What is the CA's proposed Production maintenance labor expense adjustment? 

The CA proposed an adjustment of $1,194,000. CA-T-1, page 82; CA-101, 

Schedule C-9; CA-WP-101-C819. 

What is the total of the CA's proposed labor expense adjustments? 

The CA's total proposed labor expense adjustment is $3,011,000. This total 

includes wages and benefits. 

Please describe how the CA came up with its proposed labor expense adjustments. 

For the CA's proposed Non-Production O&M labor expense adjustment, the CA 

took the Company's estimate of the wages and benefits of the "open" positions 

included in the 2005 test year estimate (as provided in the Company's response to 

DOD-IR-8-8) and removed one-half of the wages and benefits the Company 

estimated for the "open" Non-production positions and the benefits of the "open" 

Production positions. CA-T-2, page 81; Exhibit CA-101, Schedule C-21. 

For the CA's proposed Production O&M labor expense adjustments, the CA 

calculated a test year average number of employees by averaging the December 

3 1,2004 actual employee count and the average of the 2005 "actual beginning-of- 

year and projected end-of-year headcounts". From there, a "percentage 

adjustment factor was then derived from the calculated test year employee staffing 

levels, compared to HECO's forecasted test year staffing IeveIs, to adjust HECO's 

proposed direct labor expense amounts for each RA proportionately to reflect an 
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average test year projection. The Direct Labor by RA expense amounts were 

input from the response to CA-IR-1, HECO T-6, Attachment 3 and Attachment 

4." CA-T-1, page 62, 82; CA-WP-101-C8/9. 

Please describe the CA's rationale underlying its proposed labor expense 

adjustment. 

The CA claimed that the Company's labor expense estimate was erroneous 

because it assumed that each employee position was filled throughout the entire 

test year and that no vacancies existed throughout the year. The CA contended 

that an "Even Hiring Lag" should have been recognized in the Company's labor 

expense forecast for budget purposes, which would have recognized that positions 

would be filled throughout 2005 and not all positions would be filled from the 

beginning of 2005. See CA-T-1, pages 57-59; CA-T-2, page 79. 

Did the DOD propose a labor expense adjustment? 

Yes. While the DOD did not propose an adjustment of the average test year 

employee level, the DOD proposed a labor expense adjustment in the amount of 

$3,340,000. This proposed adjustment is comprised of proposed adjustments of 

$2,561,000 to payroll expense, $583,000 to employee benefits, and $196,000 to 

payroll tax expense. See DOD T-1, page 23-24, DOD-118. 

How did the DOD derive these proposed adjustments? 

The DOD used the information provided on page 5 of the response to DOD-IR-8- 

8. The DOD took the information from DOD-IR-8-8 concerning payroll expense 

and "calculated an adjustment for average test year employees by removing one- 

half of the payroll expense, or $2.561 million." The DOD also took the employee 

benefits information presented in DOD-IR-8-8 and "removed one-half of that 

amount, for an adjustment to decrease expense by $583,000." The DOD then 
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"applied a rate of 7.65% to the payroll expense adjustment to determine the 

adjustment to payroll tax expense of $196,000." See DOD T-1, pages 25-26; 

DOD-118. 

Why did the DOD propose its labor expense adjustment? 

The DOD contends that the Company's proposed ratemaking treatment for the 

2005 test year "open" positions, which assumed that the "open" positions were 

filled throughout the test year, is not consistent with the use of an average test 

year. The DOD proposed its adjustment to address this matter. See DOD T-1, 

page 28. 

What is the Company's response to the proposed labor expense adjustments of the 

CA and DOD? 

The Company does not agree with the labor expense adjustments proposed by the 

CA and DOD. First, the CA erroneously assumes that employee vacancies 

directly translate into a reduction in labor expenses, when some vacancies may be 

offset by unforecasted overtime (in the case of bargaining unit employees) and a 

significant percentage of employee costs are charged to capital projects rather 

than expenses. 

In addition, the Company has added and expects to fill additional positions 

beyond those included in the test year estimate, which means that the year-end 

employee count, andlor the employee count in future years, should exceed the test 

year average. 

Moreover, the CA treats vacancies arising out of new staffing positions 

created to enable the Company to perform new or substantially increased work 

that will carry over into future years in the same manner that it treats "structural 

vacancies" due to retirements and/or terminations that periodically occur. 
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Also, some of the "vacant" positions relate to the Company's proposals to 

expand its DSM programs and to include DSM program costs in base rates. The 

expenses related to these programs have separately been removed from the rate 

case, and the CA double counts the reduction when it separately reduces labor 

expenses due to these "vacancies". 

As a general matter, does the CA contest the need for the staffing increase? 

No it does not, although it contends that it "has probably erred in the Company's 

favor and overstated labor costs somewhat for the 2005 test year," at least with 

respect to production department staffing. See CA T-1, page 59 and response to 

HECOfCA-LR-107.b. 

Did the Company justify the need for the staffing increases? 

The Company fully justified the need for the staffing increases in the direct 

testimonies of our expense witnesses, who generally are the ones with first-hand 

knowledge of the needs in their areas of operation and in numerous responses to 

information requests. 

Many of the staffing vacancies are in the Production area. In its response to 

HECOICA-IR-117, the CA claims that "it has proposed staffing and expense 

levels sufficient to perform all scheduled unit overhauls and to perform other 

routine corrective, predictive and preventive maintenance required to maintain 

long-term reliability of generating units." Is this a fair conclusion? 

No. The CA has assumed production maintenance staffing of 128 at the end of 

2004 and 160 at the end of 2005. In effect, the CA has included "funding" for 

144, not 160, maintenance staff, because 32 positions (including the 20 new night 

maintenance staff positions) were vacant at the end of 2004. 

What is the stated basis for the CA's approach? 
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The CA bases its approach on the use of an "average" test year. However, for 

purposes of rate case, there are at least three fundamental problems in the 

CA's approach. These problems are also applicable to the DOD's approach. 

First, most of the staffing increase is for new positions, and is not just to fill 

previously authorized but unfilled positions. In Production, the Company needs to 

add 20 employees to establish night maintenance crews. The CA has included the 

costs for only one-half the new positions (by including one-half the full 

year's cost for all of the positions). Allowing the costs for only 10 new employees 

(by including only one-half the annual cost for 20 new employees) is not going to 

provide funding for 20 new employees. Sales growth from 2005 to 2006 is not 

going to pay for the other one-half of this new cost. 

In addition, new rates are not being set at the beginning of 2005. If rates 

were reset at the beginning of the year, and it was assumed that full staffing was in 

place at the beginning of the year even though staffing increases occurred 

gradually over the course of the year, then the amount included for staffing in 

rates for 2005 (looked at in isolation) might be too high. In this case, however, 

rates are expected to be reset until at least October (for the interim increase) 

and until next year (for the final increase). The Company will not have received 

any rate increase during the first 9 months of 2005, even though significant staff 

increases have been made. 

Moreover, staffing expenses should not be viewed in isolation, particularly 

in the Production area where the CA proposes the largest adjustment. As shown 

in HECO RT-6, and numerous IR responses, the Production expenses are 

expected to exceed the 2005 rate case amounts, even though there has been a 
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"lag" in filling some of the new positions, and even though there have been some 

vacancies in existing positions. 

With respect to the CA's and DOD's treatment of vacancies, what is the 

Company's position with respect to the CA's contention that there will be 

"structural" vacancies due to retirements and/or terminations, and that the 

Company will incur less expenses than forecast based on the assumption that all 

authorized positions will be filled? 

There may or may not be merit to the CA's and DOD's general proposition, 

depending on the specific circumstances faced by the Company. For example, in 

prior rate cases, the Company has shown that test year expenses should be less 

than forecasted, even if there are vacancies, because labor expense savings due to 

vacancies will be offset by increased labor expenses for unforecasted overtime 

and increased non-labor expense for contracted services (and/or because the 

vacancies are in positions that charge to capital and not to expense). 

What is the situation in this case? 

In this case, the number of vacancies with respect to the positions included in the 

test year estimates is misleading, because (1) there are additional positions that 

were not included in the test year estimates that have been and are being filled 

(i.e., the additional unforecasted positions), (2) some of the vacant positions relate 

to expanded DSM programs, for which the expenses have been removed from the 

test year, (3) some of the vacancies are not "structural" vacancies, but are new 

positions that should be filled by the end of the test year, and (4) the Company is 

incurring additional, unforecasted overtime in some areas as a result of some of 

the vacancies. 
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Q. Does the CA distinguish between structural vacancies and vacancies due to the 

establishment of new positions? 

A. The CA's proposed labor expense adjustment does not distinguish between these 

two types of vacancies. 

Q. Why should structural vacancies be treated differently from vacancies due to a lag 

in filling new positions in setting rates for the future? 

A. A number of the increases in the Company's permanent organizational staffing 

were included in test year expenses for 12 months as a normalized expenditure 

because the positions are in addition to the organizational structure as opposed to 

an existing position in the organizational structure that is vacated. This is a very 

important distinction for ratemaking purposes. For example, as Mr. Fujinaka 

discusses in HECO RT-6, a number of the additions to the organizational structure 

in the Production Department were due to increasing the maintenance staffing 

level to establish off-peak maintenance. These type of positions created 

additional vacancies that are not the same as vacancies created due to normal 

turnover caused by voluntary (e.g., retirements, transfers, resignations, military 

deployment) and involuntary (e.g., terminations) separation from the position or 

the Company. As previously discussed, the CA's proposed labor expense 

adjustment does not provide for funding for all of the new positions (i.e., the 

positions that are in addition to the organizational structure), and sales growth is 

not going to pay for the portion of the new costs that the CA has proposed not be 

recovered. 

Q. Please discuss how the Company has added and expects t o  fill positions in 

addition to those included in the forecasted test year employee count estimate. 
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As previously discussed, as of June 30,2005, the Company had filled 41 

additional unforecasted positions. Another 11 are expected to be filled as of the 

end of this year with one remaining position forecast to be filled shortly after the 

end of this year. These positions were not included in the forecasted test year 

employee count and the test year revenue requirements. This means that the year 

end employee count, and/or the employee count in future years, should exceed the 

test year average. The 53 additional unforecasted positions have amual wages 

and benefits that total $4.5 million, of which over $3.0 million is charged to O&M 

expense (a portion of the clearing charges will end up going to O&M expense). 

Please discuss how the proposed labor expense adjustments of the CA and DOD 

double count some labor expenses which results in overstating the amount of the 

adjustment. 

As discussed by Mr. Alan Hee in HECO RT-10, the proposed labor expense 

adjustments of the CA and DOD for 4 "open" DSM positions reduces the 

Company's labor expense for positions that the CA and DOD already removed 

from the rate case because of the Energy Efficiency Docket. Thus, the CA and 

DOD have in effect removed the 4 DSM positions twice. In order to remove this 

double counting, the proposed adjustment of the CA and DOD must be reduced 

by $125,000. 

KING STREET OFFICE BUILDING LEASE 

What is the King Street office building lease? 

The Company leases its King Street office building in downtown Honolulu from 

the Estate of Bernice Pauahi Bishop ("Bishop Estate"). Bishop Estate owns the 

HECO King Street building and underlying land (collectively referred to as 

"leased property"). The previous lease agreement between HECO and Bishop 
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Estate expired on November 30,2004, and the Company was on a month-to- 

month lease term at the same monthly rate of $64,583.34 per month just prior to 

the expiration of the previous lease agreement. HECO uses the building primarily 

for office and business-related purposes. HECO executives, as we11 as executives 

of its parent company, Hawaiian Electric Industries, Inc. ("HEI"), and portions of 

the Customer Service Department, the Corporate Communications Division, the 

Education and Consumer Affairs Division, the General Accounting Department, 

the Management Accounting and Financial Services Department, and Mailing 

Services and Records Management currently occupy the King Street office 

building. 

Has the Company and Bishop Estate negotiated a new lease? 

Yes, as will be discussed later in this testimony. The Company and Bishop Estate 

initially negotiated but did not execute a new 20-year agreement in 2004, which 

would have been classified as a capital lease for accounting and financial 

reporting purposes. Based on the negotiated (but not executed) new agreement, in 

April 2005, HECO requested a declaratory order from the Commission to 

determine that Commission approval of HECO's negotiated capital lease 

arrangement would not be required under Hawaii Revised Statutes ("HRS") 

Section 269-17 in Docket No. 05-0084. In Decision and Order No. 21821 issued 

on May 13, 2005, the Commission determined that HRS Section 269-17 would 

not apply. In its request for a declaratory d i n g ,  HECO indicated the ratemaking 

treatment of the capital lease would be addressed in the current rate case. 

Did HECO provide the proposed ratemaking treatment of the capital lease in the 

current rate case? 

Yes, HECO provided the ratemaking treatment for the initially negotiated (but not 
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executed) King Street office building lease, which reflected the lease being 

treated as a capital lease for accounting and financial reporting purposes, in 

responses to CA-IR-260, CA-IR-615 and CA-IR-616. In addition, HECO 

modified its responses to CA-IR-260, CA-IR-615 and CA-IR-616 on June 15, 

2005 to reflect a capital lease for financial reporting purposes, with electric rates 

based on the lease payments. 

Is HECO's revenue requirements based on the revised responses to the Consumer 

Advocate's information requests? 

No. Given the complexity of the ratemaking treatment of a capital lease 

arrangement, the fact that the revenue requirements of a capital lease inherently 

decline over time (which requires a higher revenue requirement in the earlier years 

of the lease), and informal discussions with the Consumer Advocate's consultant 

which indicated some concerns regarding the capital lease treatment of the 

negotiated lease, HECO decided to discuss the negotiated lease with Bishop 

Estate. After a couple of months of discussions, in July 2005, HECO and Bishop 

Estate, agreed to modifications to the initially negotiated lease, and executed a 

modified agreement effective July 1,2005. Based on the modified terms of the 

lease, the executed lease agreement is now deemed to he an operating lease, under 

Statement of Financial Accounting Standards ("SFAS") No. 13. The term of the 

executed lease is from July 1,2005 through November 30,2021 with fixed 

monthly rent throughout. Rental payments through November 30,2009 are 

$775,000 annually ($64,583.34 per month, the same amount as under the previous 

lease agreement just prior to expiration), and the lease contains fixed rent 

escalations of 10% every five years thereafter. The lease also grants HECO a 

three-year extension option at a rent to be negotiated by the parties. 
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What is included in the test year rent expense related to the King Street office 

building lease? 

As discussed in HECO-RT-13, HECO rebuttal testimony estimate for the King 

Street office building rent is a net $549,000 [after reimbursements from Hawaiian 

Electric Industries, Inc. ("HEI")], compared to the direct testimony estimate of a 

net $506,000, an increase of $43,000. 

How did the Company calculate its revised annual King Street office building 

lease amount? 

The calculation is shown in HECO-R-1307. To summarize the calculation, the 

Company's test year rent expense for the King Street office building is based on 

six months of month-to-month rent incurred under the previous lease agreement 

(i.e. $387,000 total from January to June 2005), six months of operating lease 

expense under the new lease agreement (i.e. $440,000 from July to December 

2005), general excise tax of $32,000, and rent reimbursements from HE1 of 

$310,000. See HECO-R-1307 for the calculation of the rent reimbursement. 

Why is the rent for July to December 2005 not the same as for the first six months 

of the year, if the month-to-month lease payment and the first five years of the 

lease payment are based on the same previous lease arrangement? 

Under SFAS No. 13, for financial reporting purposes, lease payments for the fixed 

term of the lease must be recorded on a straight-line basis over the fixed term of 

the lease, even if the rental payments are not made on a straight-line basis. Since 

the lease payments escalate over time, a straight-line lease payment amount for 

the fixed term was calculated. HECO proposes that the ratemaking treatment and 

the financial accounting treatment to be the same. 

Why should the rate making treatment of the lease be consistent with the financial 
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accounting treatment of the operating lease? 

A. The rate making and financial accounting treatment should be the same for the 

following reasons: 

1) The new lease agreement is in the best interests of ratepayers; 

2) The resulting difference in test year rent expense is not significant; 

3) Differences in rate making and financial accounting treatment could have 

negative financial implications for the Company. 

The new lease agreement is in the best interests of ratepavers 

Q. Why is the new lease agreement in the best interests of ratepayers? 

A. HECO has occupied the King Street building since 1927 and its location is well- 

known to the community. HECO negotiated with Bishop Estate to continue to 

lease the King Street building to be able to continue to provide service to its 

customers without interruption or disruption. The location in downtown Honolulu 

is near the bus routes, and nearby municipal parking, which makes it convenient 

for customers who require meeting with Customer Service representatives. In 

addition, a number of customers prefer to physically make payments for their 

electric service and the current location is very convenient for such customers. 

Further, relocating from the King Street building will cause disruption in 

operations and reduce productivity. Since HECO expects its need for downtown 

office accommodations to continue for a very long time, HECO sought a long- 

term contract. Bishop Estate was willing to renegotiate a new long-term lease for 

the building and it was appropriate for HECO to continue to occupy the King 

Street building. 

HECO negotiated fixed lease rent escalations in the lease terms because 

subjecting the lease rent to periodic market adjustments could potentially be 
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costly. The escalations of 10% every five years, equivalent to less than a 2% 

annual escalation rate, are reasonable and eliminate the Company's exposure to 

potentially volatile market conditions. Thus, negotiating a long-term lease with a 

fixed escalation is in the best interests of rate payers. 

The resulting difference in test year rent expense is not significant 

Q. What is the difference between the ratemaking and financial accounting treatment 

of the new lease agreement? 

A. With respect to the amount of rent expense for the King Street office building 

included in Account No. 931 -Rents Expense, discussed by Ms. Faye Yamauchi 

in HECO RT-13, the Consumer Advocate included HECO's direct testimony 

estimate of $506,000 in its determination of the Company's revenue requirements. 

See CA-101, Schedule C-15. The Department of Defense at DOD T-1, pages 38 

to 40 indicated it did not agree with the capital lease treatment for the King Street 

lease provided in response to CA-IR-260 and did not make any adjustment to 

HECO's direct testimony estimate for rent expense. Thus the difference between 

HECO's rebuttal test year estimate and the CA's and DOD's test year estimate is 

the $43,000 increase in annual rent expense HECO has presented in rebuttal 

testimony. As described above, the lease rent expense is higher because the lease 

rent expense since the inception of the new lease is recorded on a straight-line 

basis over the fixed term of the lease in accordance with SFAS No. 13, rather than 

based on the lease payments. The fact that SFAS No. 13 requires that the lease 

rent be recorded on a straight-line basis over the fixed term of the lease, results in 

a slightly higher rent expense in the 2005 test year. However, in later years, the 

rent expense for ratemaking purposes will be lower than the lease payments. In 

addition, the difference between the actual payments and the straight-line rent 
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expense will be recorded as a deferred rent expense (a liability) for financial 

statement purposes. For ratemaking purposes, the deferred rent expense is 

reflected as a reduction to rate base in the test year, as described by Ms. Ohashi in 

HECO RT-19. For income tax purposes, the tax deduction is based on actual 

payments rather than the book expense; therefore, there is also a corresponding 

accumulated deferred income tax impact which is included in the accumulated 

deferred income tax calculation presented in HECO-RWP-1704. 

Differences in rate making and financial accounting treatment could have negative 

financial imvlications for the Company. 

Q. What are the possible financial implications if the ratemaking treatment of the 

new King Street office building differs from the financial accounting treatment 

required by SFAS No. 13? 

A. For financial statement purposes, HECO is required to account for the new King 

Street office building lease in accordance with SFAS No. 13. Specifically, if for 

ratemaking purposes, the Commission decides to use the lower Consumer 

Advocate and DOD proposed actual lease payment amount in setting rates in this 

case, HECO must still record as an expense the higher levelized amount required 

by SFAS No. 13, unless in its Decision and Order in this case, the Commission 

gives sufficient assurances that it will allow higher rates in the future to recove1 

the accumulated difference between the ratemaking and financial accounting 

treatment of the new lease agreement. If the Commission provides such 

assurances, the Company will record the difference between the ratemaking and 

SFAS No. 13 treatment as a regulatory asset rather than as an expense, and there 

would be no earnings impact as a result of the difference. If, however, the 

Commission does not provide the required assurances, the Company will have to 
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record the higher SFAS No. 13 required expense, and to that extent, the Company 

will not have a fair chance to earn the rate of return determined to be reasonable 

by the Commission in this case. 

Do you have any comments with respect to the possibility of a regulatory asset 

should there be a difference between the ratemaking and financial accounting 

treatment of the new King Street office building lease agreement? 

Yes, the Company would have concerns, even if a regulatory asset resulted from 

any difference between the ratemaking and financial accounting treatment of the 

new lease agreement. In general, a regulatory asset represents a receivable from 

ratepayers. If the receivable becomes a long-term. receivable (i.e. the receivable 

will not be recovered through rates for a long period of time) the regulatory asset 

will not be viewed favorably by the financial markets. In general, the higher the 

amount of the regulatory asset and the longer the period for the recovery, the more 

concerned investors would be about the ultimate collection of revenue to cover the 

regulatory asset. Thus, regulatory asset treatment, while perhaps may appear to be 

better than immediate expense treatment, is not necessarily an ideal solution to the 

difference between the parties with respect to the test year estimate for King Street 

building rent expense. As stated earlier in this testimony, HECO proposes that the 

ratemaking treatment and the financial accounting treatment be the same. 

How is the lease rent reimbursement from HE1 determined? 

The lease rent reimbursement from HE1 is determined based on the lease rent 

expense that would be reflected for financial reporting. HEI's rent allocation is 

based on the square footage of space occupied by HE1 personnel, and a prorated 

share, based on square footage, of the costs incurred by HECO to maintain the 

building. The allocation percentage to HE1 is consistent with the percentage 
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provided in direct testimony and accepted by the Consumer Advocate and the 

Department of Defense in determining HECO's rent expense for the test year. 

Do you have any final comments regarding the $43,000 difference between 

HECO and the CA and DOD with respect to the test year rent expense for the 

King Street building? 

Yes. HECO has not previously disclosed that HECO would need to record the 

lease rent on a straight-line basis over the fixed term of the lease. However, as 

described earlier, HECO will need to record the lease expense for financial 

reporting in accordance with SFAS No. 13. The phenomenon arises due to the 

long-term nature of the agreement and the fixed escalation in the agreement. As 

discussed earlier, it is in the ratepayers interest to have a long-term lease with 

fixed payments. Thus, it is reasonable to include the lease expense as required by 

SFAS No. 13 in HECO's revenue requirements. 

Does the King Street lease impact the Company in any other way? 

Yes. Because the new lease is a long-term obligation with fixed lease payments, 

we expect that credit rating agencies will treat the obligation as debt in calculation 

HECO's financial ratios for their financial evaluation of the Company. So 

although the lease will be an operating lease for financial statement purposes, we 

expect that the credit rating agencies will impute debt as a result of the operating 

lease. Mr. von Gnechten discusses the imputed debt associated with the new lease 

and the impact of the imputed debt on HECO's capital structure in HECO RT-21. 

PREPAID PENSION ASSET 

What will you discuss in this section of your testimony? 

This section of my testimony will address the ratemaking treatment of the 

Company's qualified pension plan and will address the inclusion of prepaid 
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pension asset in rate base. 

Q. How is your testimony organized? 

A. My testimony is structured as follows: 

1) First, I will provide a brief overview of the Company's qualified pension plan 

and describe the accounting and regulatory treatment of the Company's 

pension plan. I will explain the generally accepted accounting principles on 

which the treatment is based. I will explain the importance of consistently 

applying the methodology and summarize this Commission's past decisions 

relating to the Company's pension costs. 

2) Next, I will discuss the specifics of the Company's prepaid pension asset. I 

will provide pension fund and pension obligation balances. I will discuss the 

situation that gave rise to the prepaid pension asset and explain why it was 

prudent to create the asset. I will also explain how ratepayers have benefited 

in the past and will continue to benefit in the future from this asset. 

3) Then, I will discuss treatment of the prepaid pension asset proposed by the 

Consumer Advocates' ("CA") and Department of Defense ("DOD). I will 

explain how the lack of consistency in the CA's proposed treatment will be 

detrimental to the Company and its ratepayers. 

4) I will close with a summary of why this Commission should continue the use 

of SFAS 87 for ratemaking treatment of the pension plan and should allow the 

inclusion of the prepaid pension asset in HECO's rate base. 

Pension Background 

Q. Please briefly explain the Company's qualified pension plan. 

A. As described by Ms. Price in HECO T-15, the Company provides pension benefits 

to its employees by participating in the Retirement Plan for Employees of 
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Hawaiian Electric Industries, Inc. and Participating Subsidiaries, a qualified 

defined benefit pension plan. 

Although assets of the HE1 Retirement Plan are commingled for all 

participating employers, assets and liabilities of each participating employer are 

separated for purposes of determining each participating employer's pension 

costs. The amounts provided in this testimony and in this rate case are the portion 

that applies to HECO only. The plan assets are held by its trustee, The Bank of 

New York. 

What regulations apply to the pension plan? 

The Employee Retirement Income Security Act of 1974 ("ERISA") is the primary 

source of regulation that applies to the pension plan. ERISA is a federal law that 

sets minimum standards for pension participation, vesting, benefit accrual and 

funding. ERISA also requires plans to provide participants and government with 

information about the plan including plan features and funding. 

In addition, the Internal Revenue Code ("IRC") establishes rules for 

operating a tax-qualified pension plan, including pension plan funding and vesting 

requirements. 

What accounting pronouncements provide guidance on the accounting and 

financial reporting for pensions? 

Financial Accounting Standards Board ("FASB") Statement of Financiai 

Accounting Standards No. 87 ("SFAS 87"), "Employers' Accounting for Pension" 

is the primary source of guidance in the accounting for pensions. 

Please provide a brief description of SFAS 87. 

Prior to the adoption of SFAS 87 in December 1985, measuring cost and reporting 

25 liabilities resulting from defined benefit pension plans were sources of accounting 
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controversy. There was a lack of consistency in accounting treatment between 

different companies and between periods for the same company. Under SFAS 87, 

FASB standardized the method for measuring pension costs, expanded the 

financial statement disclosures related to pensions, and changed accounting 

treatment under specific circumstances. FASB reaffirmed the usefulness of 

information based on accmal accounting; however, SFAS 87 retained the 

following aspects of past pension accounting, which are in some respects in 

conflict with other accounting principles: delayed recognition of certain events, 

reporting net cost, and offsetting liabilities and assets. The delayed recognition 

feature means that changes in the pension obligation and changes in the value of 

pension assets are not recognized as they occur, but are recognized systematically 

and gradually over subsequent periods. All changes are ultimately recognized, but 

at any point changes that have been identified and quantified await subsequent 

accounting recognition. The net cost feature means that the changes affecting the 

plan are aggregated on the income statement, rather than appearing as separate 

items. The offsetting feature means that fund contributions and liabilities for 

pensions are offset and presented net on a company's balance sheet.' 

Pensions are reflected on the financial statements as follows: 

Income Statement 

The pension costs allocated to a reporting period are called net periodic 

pension costs ("NPPC"). "NPPC" includes: service costs, interest costs, 

return on plan assets, effects of changes in actuarial assumptions and 

amortization of prior changes.' 

' SFAS 87 Summary section 
HECO-RT-1608 provides definitions of the components of the NPPC. 
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Balance Sheet 

A liability (unfunded accrued pension cost) is recognized if the cumulative 

NPPC exceeds the cumulative amounts the employer has contributed to the 

plan. An asset (prepaid pension cost) is recognized if the cumulative NPPC 

recognized is less than cumulative amounts contributed to the pension plan. 

This situation may change, however, when the pension obligation exceeds the 

pension fund as I will explain later in my testimony. 

Financial Statement Footnote 

The value of the pension fund assets and the pension obligation are included in 

the footnotes to the financial statements. Footnote disclosure also includes 

descriptions of the plan and items which have in the past or can in the future 

impact the cost of the pension. 

SFAS 87 is explained in greater detail on Exhibit HECO-R-1608. 

Q. How has the pension been treated for ratemaking purposes? 

A. For ratemaking purposes, the Company incorporates the NPPC in its forecast of 

employee benefits, which is included in the administration and general ("A&G) 

expense.3 If the Company forecasts a prepaid pension asset, the Company 

includes the prepaid pension assets in rate base. If the Company forecasts a 

pension liability, the pension liability would be treated as a deduction in the rate 

base calculation. The Company's forecast of working cash is based on the accrual 

method of accounting for the pension, consistent with the other pension 

components. 

Q. Has the Company consistently applied this ratemaking treatment to its pension? 

3 Approximately 25% to 30% of the NPPC is allocated to corporate overhead and is capitalized annually 
as plant in service. 
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A. Yes, the Company has consistently used this ratemaking treatment for its pension 

throughout this case, in all prior rate cases since the adoption of SFAS 87, and in 

its periodic reporting to the Commission. In addition, the Company's subsidiaries, 

HELCO and MECO, have also consistently applied this treatment. 

In this case, the methodologies and guidance in SFAS 87 were used in 

determining all of HECO's pension-related estimates. HECO forecasts a test year 

NPPC of approximately $5 million as discussed by Ms. Price in HECO RT-15 

which is incorporated in the administrative and general expense (a portion of 

which is then allocated to overhead and capitalized). HECO forecasts a test year 

average prepaid pension asset of $79 million as discussed by Ms. Ohashi in 

HECO RT-19, which is included in rate base. Further, as discussed by Ms. 

Ohashi in HECO RT-19, the Company's forecast of working cash is based on the 

accounting treatment of pensions prescribed by SFAS 87. 

Since the adoption of SFAS 87 by the Company in 1987, the Company has 

consistently based its pension expense forecast on the NPPC calculation 

prescribed in SFAS 87 in all of its rate cases (Docket No. 7766, HECO 1995 test 

year, HECO-T-11; Docket No. 7700, HECO 1994 test year, HECO-T-11; Docket 

No. 6998, HECO 1992 test year, HECO-T-7; and Docket No. 6531, HECO 1990 

test year, HECO-T-7). Prior to 2000, HECO's prepaid pension asset was not 

significant and HECO did not have any test year in which there was an estimated 

prepaid pension asset. Since January 2000, the prepaid pension asset has grown 

significantly and has been recognized in the Company's calculation of rate base in 

its semi-annual reporting to the PUC. 

Both HELCO and MECO have also used SFAS 87 as the basis for their 

ratemaking treatment of pension. Both companies have used the forecast NPPC 
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as the basis for the pension portion of their respective A&G expenses and have 

incorporated the balance sheet impact of the respective pension balance in their 

respective rate bases. 

In its 2000 test year rate case (Docket No. 99-0207), HELCO incorporated a 

negative NPPC of $3 million in A&G expense and included a prepaid pension 

asset in rate base of $1.4 million. 

In its 1999 test year rate case (Docket No. 97-0346), MECO incorporated an 

NPPC of approximately $900,000 in A&G expense and deducted a pension 

liability of approximately $1.2 million from rate base. 

Has the Commission accepted the Company's ratemaking treatment of pension in 

the past? 

Yes, this Commission has accepted the treatment of pension consistent with 

SFAS 87 in prior rate cases. 

The Commission has consistently based ratemaking decisions on the 

Company's NPPC forecast in all of the Company's rate cases since the adoption 

of SFAS 87 (Docket No. 7766, HECO 1995 test year, D&O 14412; Docket No. 

7700, HECO 1994 test year, D&O 13704; Docket No. 6998, HECO 1992 test 

year, D&O 11699; and Docket No. 6531, HECO 1990 test year, D&O 11317). 

In D&O 18365, Docket No. 99-0207, HELCO 2000 test year rate case the 

Commission accepted the negative NPPC of $3 million in A&G expense and 

included a prepaid pension asset in rate base of $1.4 million as presented by 

HELCO. 

In Docket No. 97-0346, MECO 1999 test year, MECO and the CA reached 

a settlement agreement which incorporated MECO's treatment of the pension 

(NPPC of approximately $900,000 in A&G expense and deducting pension 
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liability of approximately $1.2 million from rate base). The Commission accepted 

these items from the settlement agreement. 

Preoaid Pension Asset 

Please provide an accounting overview of the pension as of the end of 2004. 

A financial overview of HECO's pension at December 31,2004 is presented on 

Exhibit HECO-R-1609, page 2. HECO's balance sheet reflected: 

Prepaid pension asset $81,085,000 

The following items relating to HECO's qualified pension plan were incorporated 

in the pension footnote to the Company's audited financial statements (HECO's 

audited financial statements aggregate HECO's qualified plan with the non- 

qualified pension): 

Fair value of the pension fund assets $523,000,000 

Projected benefit obligation ("PBO") $584,000,000 

Accumulated benefit obligation ("ABO) $498,000,000 

What did the fair value of the pension fund assets of $523 million represent? 

The fair value of the pension fund assets was the estimated market value as of 

December 31,2004. 

Who determined the fair value of the pension fund? 

The pension plan's trustee, The Bank of New York, determined the fair value of 

the pension fund. 

What does the projected benefit obligation represent? 

In lay terms, the PBO is an estimate of the pension promise as of a specified date, 

but based on the expectation that a company and its pension plan will continue. 

How was the projected benefit obligation determined? 

The PBO was the actuarial present value of all benefits attributed by the plan's 
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benefit formula to employee service rendered prior to December 31,2004. The 

PBO is measured using an assumption as to future compensation levels since 

HECO's pension benefit formula is based on future compensation levels. 

Who determined the PBO? 

Watson Wyatt Worldwide, the consulting enrolled actuary, determined the PBO. 

What does the accumulated benefit obligation represent? 

The ABO approximates the value of benefits that would be payable if a company 

were to terminate the plan as of a specified date. Note however, that if the plan 

were to actually terminate, it would need to purchase annuities from an insurance 

company to cover the ABO. Because insurance companies would use more 

conservative assumptions in determining the price for the annuities, the actual 

termination cost would be higher. Therefore, ABO is an optimistic (i.e. low) 

estimate of the termination cost. 

How was the accumulated benefit obligation determined? 

The ABO was the actuarial present value of benefits (whether vested or 

nonvested) attributed by the pension benefit formula to employee service rendered 

before December 31,2004 and based on employee service and compensation prior 

to December 31, 2004. The ABO differs from the PBO in that it includes no 

assumption about future compensation levels. 

Who determined the ABO? 

Watson Wyatt Worldwide, the consulting enrolled actuary, determined the ABO. 

Who administers HECO's pension plan? 

The Pension Investment Committee ("PIC") is the named fiduciary for the 

pension plan and is responsible for overseeing the administration of the plan and 

management of all plan assets. 
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How does the PIC determine how much to contribute to the pension fund? 

The PIC'S funding policy is to contribute amounts to the plan in accordance with 

the funding requirements of ERISA and the IRC. 

ERISA has a specific methodology for determining the required funding for 

the pension. HECO relies on its actuary, Watson Wyatt Worldwide, for the 

annual calculation of minimum funding under ERISA. In 2003 and 2004, HECO 

had no minimum fund contribution required to comply with ERISA. 

The IRC also specifies minimum and maximum fund contributions to avoid 

adverse tax consequences. HECO also relies on its actuary, Watson Wyatt 

Worldwide for the annual calculation of minimum and maximum funding under 

the IRC. In 2003, the maximum deductible contribution under the IRC was 

approximately $23 million. In 2004, the maximum deductible contribution under 

the IRC was approximately $67 million. 

Within the minimum funding requirements of ERISA and the maximum 

deductible funding allowed under the IRC, the PIC considers the financial 

reporting of the plan. There are no specific regulations in financial reporting as to 

how a company should fund its pension. Generally, it has been the practice of the 

PIC to fund the NPPC; however, in 2003 and 2004, the PIC based its funding 

decision largely on the adequacy of funding relative to the ABO. SFAS 87 

provides two measures of pension obligation that can be used to assess the 

adequacy of the pension funding. One is a comparison between the fair value of 

the plan assets to the PBO and the other is a comparison between the fair value of 

the plan assets to the ABO. 

What is the significance of comparing the fair value of the pension fund assets to 

the PBO? 
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A. Since the PBO is based on what the company expects to incur in pension costs 

over time, the comparison of the fair value of the pension fund assets to the PBO 

is an estimate of how well the pension fund supports what is projected to be the 

cost of the pension. 

Q. How did the fair value of HECO's pension fund compare to its PBO at December 

3 1,2004? 

A. At December 31,2004, the fair value of the pension fund assets was $523 million 

compared to the PBO of $584 million; therefore the PBO exceeded the pension 

fund by approximately $61 million. By this measure, the pension fund was 

underfunded by $61 million. 

Q. How was the underfunded status of the fair value of the plan assets compared to 

its PBO shown on HECO's financial statements? 

A. It was disclosed in the footnotes to the financial statements. This measure of 

pension "underfunding" is not reflected on HECO's balance sheet. As I 

mentioned earlier, SFAS 87 allows deferred recognition of changes in the PBO 

and changes in the fair value of the pension assets; therefore, not all changes are 

immediately recognized in the NPPC. Ignoring gains and losses which are 

unrecognized, changes in the fair value of the pension fund (excluding the pension 

contribution), changes in the PBO, and changes in the unrecognized deferred 

charges for the period, are aggregated and constitute the NPPC. A reconciliation 

of the changes in HECO's pension in 2004 is shown on Exhibit HECO-R-1609, 

page 2. 

Q. What is the significance of comparing the fair value of the pension fund assets to 

the ABO? 

A. As I mentioned, the ABO can be viewed as an optimistic proxy for the pension 
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obligation if the pension were terminated on the valuation date; therefore, the 

comparison of the ABO to the fair value of the plan assets on the valuation date 

roughly provides an optimistic measure of the sufficiency of the pension fund to 

meet the pension obligation if the plan were terminated. Again, I would note that 

if the plan were to actually terminate, the plan assets would likely not be sufficient 

to cover its obligations since insurance companies would likely use more 

conservative assumptions in determining the cost of annuities to cover the plan 

obligations than the assumptions that are used in determining the ABO. 

How did the fair value of HECO's pension fund compare to its ABO at December 

3 1,2004? 

At December 31, 2004, the fair value of the pension fund assets was $523 million 

compared to the ABO of $498 million; therefore the pension funds exceeded the 

ABO by approximately $25 million. Although the fair value of the pension fund 

assets exceeded the ABO by approximately 5% at the valuation date (December 

31,2004), there have been periods over the last several years when the fair value 

of the pension was in jeopardy of being insufficient to cover the ABO. 

How is the pension funding compared to its ABO shown on HECO's financial 

statements? 

ABO is not used in calculating the NPPC, therefore there is no direct impact of the 

ABO on the financial statements, as long as the fair value of the pension fund 

assets exceeds the ABO. If the fair value of the pension fund assets exceeds the 

ABO either: (1) an asset (prepaid pension asset) is recognized when the 

cumulative NPPC recognized is less than cumulative amounts contributed to the 

pension plan, or (2) a liability (unfunded accrued pension cost) is recognized if the 

25 cumulative NPPC exceeds the cumulative amounts the employer has contributed 
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to the plan. The fair value of HECO's pension plan has exceeded its ABO since it 

adopted SFAS 87. At December 31,2004, the cumulative NPPC recognized was 

less than the cumulative amounts contributed to the pension fund, therefore the 

Company reflected a prepaid pension asset on its balance sheet. 

If the pension is underfunded compared to its ABO (ie. the ABO is greater than 

the fair value of the fund assets), how would HECO's financial statements 

change? 

As I mentioned earlier in my testimony, under SFAS 87, the accounting treatment 

of the pension changes when the ABO exceeds the fair value of the pension fund 

assets. If the fair value of the pension fund assets is less than the ABO, SFAS 87 

prescribes the following changes in accounting treatment: (1) a liability is 

recognized equal to the amount of unfunded ABO (i.e., the difference between the 

ABO and the fair value of the pension fund assets is immediately recognized as a 

liability), (2) the prepaid pension asset is eliminated and (3) the liability 

recognized and the prepaid pension asset eliminated, net of income taxes, are both 

charged directly to a separate component of equity, called accumulated other 

comprehensive income ("AOCI charge"). The fund contributions in 2003 and 

2004 were intended to reduce the possibility of an AOCI charge. The Company 

was not required to make any contributions to the plan to meet minimum funding 

requirements under ERISA or the IRC in 2003 or 2004. 

What is the prepaid pension asset? 

As I mentioned earlier in my testimony, SFAS 87 states that fund contributions 

and liabilities for pensions should be offset and presented net on a company's 

balance sheet. The prepaid pension asset is the net of the cumulative fund 

contributions and the recognized pension liability. 
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Fund contributions are the cash payments the Company has made to the 

pension fund over the years. Pension liability is the accumulated NPPC that the 

Company has already recognized on its income statement. Fund contributions are 

analogous to any other investment, such as gross plant. Pension liability is 

analogous to accumulated depreciation. Just as the pension liability increases as 

NPPC is recognized, accumulated depreciation increases as the Company 

recognizes depreciation expense on its income statement. Net plant, gross plant 

net of accumulated depreciation, is the corresponding analogy to the prepaid 

pension asset (i.e., fund contributions net of pension liability). 

How was the prepaid pension asset created? 

Under SFAS 87, a prepaid pension asset is created when fund contributions 

exceed the NPPC. Exhibit HECO-R-1609, page 1 summarizes the annual activity 

in HECO's prepaid pension asset account since the inception of SFAS 87. 

The historical activity in the prepaid pension asset account shows that in the 

period from 1987 through 1994, in general, the NPPC was rising annually and 

HECO funded the NPPC. Beginning in 1995, the NPPC begins showing greater 

volatility, primarily declines. The declining NPPC resulted primarily from higher 

stock prices increasing the fair value of plan assets and the lower interest rate 

environment, which resulted in a lower discount rate used to calculate the net 

present value of the pension obligation. As discussed earlier, under SFAS 87, the 

increase in plan asset returns (due to the higher fair value of the plan assets) and 

the decrease in pension obligation (due to the lower discount rate and lower net 

present value of the plan obligation) are not immediately recognized. Rather the 

recognition of the change is deferred in order to smooth the NPPC (as compared 

to the volatility that would be experienced if the changes were entirely recognized 
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in the year they occur). From 1995 through 1998, because HECO generally 

funded the NPPC, the prepaid pension asset was not significant. In the late 

1990's, high stock prices and low interest rates continued to drive the NPPC 

down. Beginning in 1999, HECO began experiencing negative NPPC accruals. 

Therefore although no fund contributions were made, the prepaid pension asset 

grew significantly in this period. Then, HECO experienced a low NPPC in 2003 

and a negative NPPC in 2004. In addition, HECO made fund contributions in 

2003 and 2004, further increasing the prepaid pension asset balance. 

Q. Can HECO demonstrate that investors made the fund contributions? 

A. Yes. Fund contributions were made by cash disbursements from the Company to 

the pension fund over the life of the pension fund. Details supporting the cash 

contributions made in 2004 of $15 million and 2003 of $13 million are provided 

on HECO-RT-1905 page 4 of 5. Fund contributions can also be verified by 

examination of the pension fund's audited financial statements filed annually with 

the federal government. 

Q. How can you demonstrate that these were investor funds? 

A. Payments made to the pension fund were from the same sources of funds that 

HECO would use to make any investment. There were no special contributions 

from any source, therefore the funds could only have come from investor funds. 

Ratepayers, on the other hand, provide the Company with revenues. The 

Company uses the revenues to pay expenses and to pay investors a return on and 

of their investment. Going back to my gross plant analogy, investor funds are used 

to fund the pension plan just as investor funds are used to construct or purchase 

the gross plant assets. 

Q. Why was the prepaid pension asset created? 
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In the period 1999 through 2002, the negative NPPC accruals increased the 

prepaid pension asset significantly. Under ERISA, HECO cannot take cash 

refunds from the pension fund. Further, there is a tax on revision of qualified plan 

assets to the employer. Under Section 4980 of the IRC, a 20% tax on the amount 

of reversion is imposed. Funds contributed to the pension fund must stay in the 

pension fund (except under special circumstances such as plan termination). 

Whereas in the past, HECO had generally made contributions to match the NPPC, 

HECO could not take cash from the pension fund to match the negative NPPC 

accruals. Further, from 1999 through 2002, HECO was not required to make a 

minimum contribution under ERISA and could not make deductible fund 

contributions under the IRC. Contributions in excess of the IRC maximum 

contribution would be subject to a 10% non-deductible excise tax, effectively a 

10% penalty for contributions, under Section 4972 of the LRC. As a result, in the 

period 1999 through 2002, the increase in the prepaid pension asset was solely a 

function of the negative NPPC. As I discussed earlier, the negative NPPC in this 

period was a result of high stock prices, low interest rates, and the deferred 

recognition requirements under SFAS 87. 

Why did HECO increase the prepaid pension asset in 2003 and 2004? 

In 2003, HECO had a relatively low NPPC, but was potentially facing a situation 

at the measurement date (December 3 1, 2003) at which the fair value of the 

pension assets may not have been sufficient to cover the ABO. As I discussed 

earlier, funding the pension to sufficiently cover the ABO is significant because it 

is a rough, optimistic measure of whether the funds are sufficient to cover the plan 

if the plan were terminated. If the fair value of the pension assets is less than the 

ABO, it also results in a change in the accounting treatment under SFAS 87. 
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Therefore, HECO resumed fund contributions by making a $13 million 

contribution to the pension fund in 2003. The maximum deductible contribution 

for 2003 was $23 million. There was no minimum fund contribution required in 

2003. 

HECO faced a similar situation again in 2004, when it had a negative NPPC 

and was facing a situation at measurement date (December 31, 2004) at which the 

ABO could potentially have exceeded the fair value of the pension assets. As a 

result, HECO made contributions totaling $15 million to the pension fund in 2004. 

The maximum deductible contribution for 2004 was $67 million. There was no 

minimum contribution required in 2004. 

The low NPPC in 2003 and negative NPPC in 2004 together with the fund 

contributions in those years increased the prepaid pension asset by $24 million 

(from $57 million at the end of 2002 to $81 million at the end of 2004 as shown 

on HECO-R-1608, page 1). 

Q. Does the fact that HECO had a prepaid pension asset balance of $81 million at 

December 31,2004 indicate that it had overfunded its pension plan? 

A. No, in fact, the situation is generally the opposite. As I mentioned earlier, by 

some measures, HECO's pension plan is underfunded. At December 31,2004, 

the PBO exceeded the pension fund by approximately $61 million. By this 

measure, the pension fund was underfunded by $61 million. In addition, as I 

mentioned earlier in my testimony, at December 31,2004, the pension fund 

exceeded the ABO by only 5%, or $25 million. 

Q. Did the prepaid pension asset result from prudent business decisions made by the 

Company? 

A. Yes. As I described, in the period 1999 through 2002, the activity in the prepaid 
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pension asset was solely a function of the negative NPPC. The negative NPPC 

resulted from the performance of the pension fund, the actuarial valuations, and 

the accounting treatment prescribed under SFAS 87. The cumulative 

contributions by the Company to the pension fund trust in excess of the 

cumulative NPPC recognized increased the prepaid pension asset. The 

contributions to the fund were critical for the Company to maintain a funded 

pension fund. The funded pension trust that at least meets the ABO helps to 

preserve the financial integrity of the Company as well as the pension plan. 

An adequately funded pension trust reduces the risk that, in the future, the 

pension fund will be required to make a fund contribution at a time when the 

Company may not have funds available or access to capital markets to contribute 

to the fund. If the pension is not adequately funded, the Company may be 

required under ERISA or under IRC to make fund contributions. Minimum fund 

contribution requirements may come at a time when the Company has other 

significant capital requirements or when capital markets are constrained. 

Maintaining an adequately funded pension plan preserves financial flexibility of 

having discretion over the timing of fund contributions. 

Q. How do the credit rating agencies evaluate the funding status of the pension fund 

on a company's creditworthiness? 

A. In published articles on the subject, both S&P and Moody's have indicated that 

they evaluate the funding status of the pension plan by comparison to the PBO.~ 

They adjust the financial ratios to reflect any underfunded status relative to the 

PBO as debt. See attached Exhibits HECO-R-1610 and HECO-R-1611. In early 

Standard & Poor's Corporate Ratings Criteria 2005 "Postretirement Obligations": Moody's Investors 
Service Rating Methodology "Analytical Observations Related To U.S. Pension Obligations" dated 
January 2003. 
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2003, both S&P and Moody's issued articles warning that pension obligations 

were putting downward pressure on credit ratings? See HECO-R-1612 and 

HECO-R-1613. HECO's PBO has been underfunded, however, I am not aware of 

any specific adjustment made to HECO's financial ratios by either S&P or 

Moody's. 

Q. Have the credit rating agencies raised any concerns about HECO's pension fund? 

A. No, neither S&P nor Moody's have raised any specific concerns relating to 

HECO's pension fund. In my opinion, the measures that the Company has taken 

to contribute to the pension fund in the past two years have helped reduce the 

potential for concerns that might have been raised by credit rating analysts and 

generally have had a positive impact on the Company's credit quality. 

Q. How do ratepayers benefit from the prepaid pension asset? 

A. Ratepayers benefit from the prepaid pension asset because the funding of the 

pension fund that creates the asset also results in lower NPPC. In this rate case 

the NPPC is $5 million compared to the NPPC in the 1995 test year case which 

was $10 million. Earlier in my testimony, I explained that return on plan assets 

was included in the NPPC. The return on plan assets is normally a credit which 

reduces the NPPC. The higher the level of funds in the pension fund, the greater 

the fund earnings will be to offset other pension costs and result in a lower NPPC. 

Ratepayers also benefit from the financial stability of a funded pension 

plan. To the extent HECO contributes to the pension fund, it reduces the risk of 

being required to raise capital in the future, potentially in a constrained capital 

market, to fund the pension. Conversely, inadequate funding of the pension fund 

Standard & Poor's "Pension Liabilities Latest Red Flag For U.S. Utility Credit Ratings" dated June 5, 
2003: Moody's "Moody's Reports: U.S. Pension Obligations May Increase Pressure on Credit Ratings" 
dated February 3,2003 
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would adversely impact the Company's credit quality, which would ultimately 

result in higher financing costs. 

CA and DOD Pro~osed Treatment 

Are the positions of the CA and the DOD with respect to the prepaid pension asset 

similar? 

Yes. The DOD essentially mirrors the CA's arguments and recommendations. In 

this section, I will specifically address the CA's arguments and recommendations 

but my remarks will apply equally to the DOD's position on the prepaid pension 

asset. 

What is the CA's proposed treatment of the Company's pension? 

CA witness, Mr. Carver, makes no adjustment to the Company's NPPC forecast 

(CA-T-2, page 82). However, Mr. Carver proposes to eliminate the prepaid 

pension asset of $79 million from rate base and correspondingly adjust the related 

accumulated deferred income taxes by $28 million (CA-T-2, pages 7-8). 

What is the basis for the CA's proposed treatment? 

Mr. Carver mischaracterizes HECO's position on inclusion of the prepaid pension 

asset in rate base. He presents a flawed analysis of the impact of non-rate case 

years on ratepayers and on the Company. He proposes that the prepaid pension 

asset meet criteria for inclusion in rate base that is inappropriate. Mr. Carver then 

attempts to quantify an adjustment to reflect exclusion of the prepaid pension asset 

from rate base. 

In his direct testimony, Mr. Carver states ". . ..HECO claims that the prepaid 

pension asset should be included in rate base since recorded pension costs are less 

than pension contributions - investors having advanced more funds than provided 

by ratepayers." (CA-T-2 page 13) Is Mr. Carver's depiction of the Company's 
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position accurate? 

No. First, let me clarify the following statement on page 11 of HECO T-19: 

In theory, ratepayers provide the funds based on the NF'PC and 
investors provide the funds contributed to the pension fund. The 
prepaid pension asset is the net of the NPPC and the funds 
contributed to the pension fund. Since the test year estimates 
forecast that the NPPC and fund contributions will result in a net 
asset, investors are providing the net amount. Since investors are 
entitled to earn a return on these funds, this asset is appropriately 
included as an addition to rate base. This was the result in 
HELCO's 2000 test year rate case. See D&O No. 18365 (dated 
February 8,2001) in Docket No. 99-0207. 

What this statement attempted to point out is that contributions to the pension 

fund and ultimately the prepaid pension asset are essentially investments. I have 

shown this to be the case earlier in my testimony. Company investments are 

funded through the issuance of debt or stock or through retained earnings. 

Where the statement in HECO T-19 requires correction is that ratepayers do 

not actually "provide the funds based on the NPPC." Ratepayers do not fund 

Company investments. Rather, they pay for services and those payments are 

recorded as revenues. The statement in HECO T-19 was alluding to the utility 

ratemaking formula that revenue requirements equal the utility's expenses plus a 

return on rate base. Revenues from ratepayers' payments for services contribute 

to the recovery of the utility's revenue requirement. However, it is not true that 

ratepayers actually pay for or fund any particular expense. They pay for electric 

service, not particular Company expenses or investments. 

With regard to Mr. Carver's statement, the rationale supporting the inclusion 

of the prepaid pension asset in rate base has nothing to do with investors having 

advanced more funds than ratepayers. Rather, the prepaid pension asset should be 
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included in rate base because, under SFAS 87, it is the recognized pension 

funding in excess of the pension ~ b l i ~ a t i o n . ~  11 reflects an investment that the 

Company has made in the pension plan. The pension plan is an integral part of 

the Company's compensation to its employees and is one of the elements 

necessary to attract and retain quality employees that are engaged in the provision 

of electric service to the public. As discussed earlier in my testimony, the 

Company makes contributions to the pension fund according to and in 

consideration of the provisions of ERISA, the IRC, and SFAS 87. In doing so, the 

Company has been in compliance with the law, avoided negative tax 

consequences, reduced the possibility of an AOCI charge at the measurement 

date, and at the same time provided more than the minimum required pension 

funding. Adequate funding of the pension trust provides security for the 

Company, its employees, and its ratepayers. 

Q. On page 16 of his testimony, Mr. Carver states: "In general terms, the utility is 

considered to have recovered all costs incurred between rate cases and achieved a 

reasonable retum on its rate base investment." Do you agree with this statement? 

A. No. This is the first of a string of unsupported presumptions that Mr. Carver lays 

out to rationalize his recommendation to disallow the prepaid pension asset from 

rate base. Mr. Carver's statement implies that utilities are guaranteed their 

authorized rate of retum when in fact they are unable to make up for past revenue 

deficiencies through rates. There is no true-up mechanism that will ensure that a 

utility will recover all costs incurred between rate cases and achieve a reasonable, 

let alone "authorized". rate of return on its rate base investment. There are 

Another financial measure of the pension plan is the NPW which both the CA and the DOD have each 
included in their respective revenue requirement calculation. 
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numerous factors that impact a utility's decision on whether to apply for a general 

rate increase. A utility may endure a number of years of substandard earnings 

before initiating a rate case. 

Since its last rate case, has the Company generally earned less than the returns 

used to establish rates? 

Yes. In Docket No. 7766, the Commission based rates on a return on rate base of 

9.16% and return on equity of 11.4%. In eight of the last ten years, the Company 

earned less than the 9.16% return on rate base and in six of the last ten years the 

Company earned less than the 11.4% return on common equity. 

Has the Company ever earned more than the returns used to establish rates in its 

last rate case? 

Yes. In 1995 and 1996, the Company earned a return on rate base based on 

simple average of 9.84% and 9.70%, respectively. The Company earned a return 

on common equity of 11.84%, 11.93%, 11.51%, and 11.46% in 1995, 1996,2000, 

and 2001, respectively. Theoretically, in order to actually have an opportunity to 

earn the return found to be fair in a rate case, the utility must sometimes earn more 

than the so-called "authorized return, since it will sometimes earn less than the 

"authorized" return. 

Mr. Carver proposes that ". . .the question in the current proceeding should focus 

on whether HECO's ratepayers have benefited from the reduced pension costs, in 

comparison to pension contributions, to support rate base inclusion of the pension 

asset" He clarifies by posing the following question: "In other words, have 

negative pension costs (or pension costs below pension contribution levels) been 

reflected in the cost of service or somehow separately flowed through to 

customers 'as recorded' each year since the adoption of FAS87?" Is this a 
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reasonable standard to determine whether the prepaid pension asset should be 

included in rate base? 

A. Mr. Carver has actually posed two different standards. It is reasonable to expect a 

utility to show some benefit that a rate base item will accrue to ratepayers. I do 

NOT agree, however, that the benefit must be reflected in the current cost of 

service or separately flowed through to customers as recorded each year.7 There 

is no other rate base item that is required to clear this kind of hurdle in order to 

achieve inclusion in rate base. For example, a utility would not have to show that 

savings from a new generating unit are reflected in current rates or have already 

flowed through to customers before it can be included in rate base. 

Q. Mr. Carver states on page 17 of CA-T-2 that "...While the Company has proposed 

to include the pension asset in rate base, HECO has provided no factual support 

that utility rates have been materially understated or that ratepayers have 

somehow improperly been advantaged to the detriment of HECO's investors." 

Are these proper criteria to determine whether the prepaid pension asset should be 

included in rate base? 

A. Absolutely not. Mr. Carver's criteria have no practical application to the issue at 

hand. With respect to his first criterion, there is no existing rate specifically for 

the recovery of the pension asset. Further, there is no way to determine whether 

the Company's existing rates are understated due to the inclusion or exclusion of a 

single rate base item. Rather, a rate case is utilized to examine the Company's 

total rate base and expenses to determine whether rates need to be raised. 

With respect to the second criteria, the Company should not need to 

'Although Mr. Carver seems to believe that pension credits should be flowed through to the ratepayer, it 
is notewolthy that the Company receives no cash for those credits. The Company's pension is held in 
trust and has no access to the funds in the pension. 
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demonstrate that ratepayers have been improperly advantaged to the detriment of 

HECO's investors to include an asset in rate base. Mr. Carver would have you 

believe that ratepayers can only be advantaged at the expense of the Company and 

vice versa. I do not believe this to be true. I believe that the Company can 

provide reliable and high quality service and earn a fair and reasonable return on 

its investments such that both the ratepayer and the Company are advantaged. 

Q. Please describe Mr. Carver's quantitative analysis on NPPC. 

A. Mr. Carver attempts to compare the level of pension costs included in rates from 

the last rate case with the contributions to the pension plan recorded over the same 

period. He reasons that since about $10.6 million8 of NPPC was included in the 

revenue requirement in HECO's last rate case, that in the 10-year period from 

1996 through 2005, ratepayers have "paid" $106 million for pension. He 

compares the $106 million to investor contributions of $44 million and concludes 

that ratepayers have received no tangible "benefit" from HECO having recorded 

cumulative pension costs at levels less than pension contributions; consequently 

the pension asset should be excluded from rate base. 

Q. Is Mr. Carver's analysis valid? 

A. No, it is not. First, Mr. Carver concedes at the outset that it is not possible to 

precisely quantify the amount of accumulated net pension recoveries from or 

benefits provided to ratepayers following the adoption of FAS87 (CA-T-2, pages 

19, 21). More importantly, Mr. Carver's analysis is a form of retroactive 

Mr. Carver gets his 1995 test year forecast NPPC from HECO's response to CA-IR-355. CA-IR-355 (b) 
asked "Please provide the amount of NPPC included in the test year forecast in HECO's rate 
proceeding." HECO's response was "The NPPC included in the test year estimates in HECO's last rate 
case (1995 test year) was $1 1,100,OM) in Direct Testimony, and $10,604,000 in Rebuttal Testimony." 
HECO should have also stated that subsequent to rebuttal testimony, HECO revised its NPPC estimate to 
$9.5 million. Rates in the 1995 test year were based on NPPC of $9.5 million (Docket No. 7766 D&O 
14412 dated December 1 1, 1995) 
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ratemaking. It is erroneous to effectively reduce rates based on an alleged over- 

recovery of a single expense item incurred in the past. Mr. Carver acknowledges 

that the Commission should not engage in retroactive ratemaking, but would have 

us believe that his analysis does not constitute retroactive ratemaking because he 

contends that he does not recommend that the Company should pay any money 

back to ratepayers (CA-T-2, page 22). The fact remains, however, that he seeks to 

make up for what he perceives to be an over recovery of NPPC in years prior to 

the test year by disallowing the prepaid pension asset from rate base. Because this 

disallowance would reduce revenue requirement and ultimately decrease the 

Company's rates, it would in effect pay money back to ratepayers and would thus 

constitute retroactive ratemaking. 

Q. Is Mr. Carver's analysis consistent with the Consumer Advocate's theory of the 

test year concept. 

A. No. Mr. Brosch states the following on pages 9 and 10 of CA-T-1: 

. . . The test year is not intended to accurately predict the future 
results of a utility. Each data element used to determine the 
revenue requirement is dynamic through time and can be expected 
to vary throughout the period the newly set utility rates remain in 
effect.. ..The use of a test year to quantify ratemaking values for 
these variables is intended to determine a revenue requirement 
based upon the relationship between revenue and cost levels at a 
common point in time, rather than the absolute values of test year 
revenues and costs. 

Given this concept, it is entirely inconsistent for Mr. Carver to fashion an 

argument that HECO should be held to the $10.6 million per year (or $106 

million in the last ten years) for NPPC recovery that he contends was included in 

the 1995 rate case revenue requirement and is currently embedded in rates. There 
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are numerous expenses and rate base items that can be shown to have exceeded, 

andlor to have never been included in, the theoretical amount included in the 

revenue requirement of the last rate case. However, I do not believe Mr. Carver is 

ready to concede that HECO's revenue requirement in this proceeding should be 

adjusted upward for shortfalls in the recovery of these items over the last ten 

years. 

Instead attention should properly focus on the test year amounts for the 

prepaid pension asset as is done for all other components of the Company's 

revenue requirement. 

Do you have any other concerns with Mr. Carver's recommendation? 

Yes. I find it troubling that he would make a proposal that is contrary to the 

proper matching of the NPPC and the prepaid pension asset as specified by 

generally accepted accounting principles ("GAAP"). As is evident from my 

testimony, the accounting of the NPPC and prepaid pension asset as prescribed by 

SFAS 87 is interrelated and both must be considered to properly reflect the 

financial condition of a company's pension plan. 

In summary, why should the Commission reject the CA's and DOD's argument 

and proposed treatment of the prepaid pension asset? 

First, the CA's and DOD's argument constitutes retroactive ratemaking. It is 

erroneous to assess whether a particular investment should be included in rate 

base based on an alleged over-recovery of a single expense item incurred in the 

past. Mr. Carver is clearly aware of this and acknowledges that the Commission 

should not engage in retroactive ratemaking (CA-T-2, page 22). 

Second, their argument that HECO should be held to the $10.6 million per 

year for NPPC recovery is entirely inconsistent with the CA's own, stated test 
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year concept that data elements used to determine the revenue requirement are 

dynamic and can be expected to vary in time. 

Third, as I discussed earlier, ratepayers have benefited from the prepaid 

pension asset. Funding of the pension is part of what resulted in lower NPPC. 

This contributed to a lower revenue requirement, which negated the need to 

request a general rate increase in the last ten years. If the Company had had a rate 

case during the last ten years, and its rates had stayed the same (based on the 

results of operations that reflected a negative pension expense), Mr. Carver would 

not even be able to make his argument. The fact that rates were able to stay the 

same without a rate case should not change the result. In addition, the funding of 

the pension fund will contribute to a lower NPPC than what would otherwise be 

realized. 

Finally, the CA's and DOD's proposal would result in a completely 

arbitrary adjustment. Ratepayers will enjoy the benefits of pension funding 

withqut paying the full costs of funding. Note that under their proposed treatment 

of pension, they accept the NPPC of $5 million, which is only a portion of the full 

cost of the pension. The cost of providing the prepaid pension asset is the other 

portion of the total pension cost picture. In HECO's 1995 test year rate case, the 

Commission found that NPPC of $9.5 million was reasonable with no prepaid 

pension asset in rate hase. (Docket No. 7766 D&O No. 14412 dated December 

1 I,  1995 p. 30) The NPPC of $5 million in this rate case is only reasonable in 

conjunction with a fair return on rate hase of the $79 million prepaid pension 

asset. 

Does HECO agree with any portion of the CA's and DOD's proposed treatment of 

pension? 
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All parties have agreed on the NPPC forecast based on SFAS 87 presented by 

HECO. 

Mr. Carver cites eight cases in which he proposed disallowance of the prepaid 

pension asset. Please comment on the cases. 

In response to HECOICA-IR-204(d), Mr. Carver acknowledges that four of the 

eight cases cited were settled without litigation addressing the prepaid pension 

issue. One case is ongoing. He cites the three cases in which pension asset was 

excluded from rate base. Based on the information provided by Mr. Carver, the 

rulings in those three cases do not apply to this situation. The following 

summarizes and addresses the applicability of those rulings: 

Arizona Corporation Commission Case E-1051-93-183 (U. S. West 

Communications, Inc. rate case) 

The Arizona Corporation Commission ("Arizona Commission") ruled that 

U. S. West Communications, Inc. had not presented sufficient evidence to 

clearly demonstrate that the shareholders had advanced the pension 

amounts for inclusion in rate base. My testimony explains how HECO's 

prepaid pension asset is funded and provides the reasons why is should be 

allowed into rate base. 

Utah Public Service Commission Docket No. 97-049-08 (U. S. West 

Communication, Inc. rate case) 

The Public Service Commission of Utah ("Utah Commission") rejected 

the use of SFAS 87 for regulatory accounting for pension costs primarily 

on the basis that the potential impact it could have on the changing 

regulations relating to telecommunications in Utah. The Utah 

25 Commission's concerns related primarily to the changes specific to the 
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telecommunications industry in the state of Utah. Those concerns would 

clearly not apply to this case. 

Washington Utilities & Transportation Commission Docket No. UT- 

930074 (U. S. West Communications, Inc. request to include pension asset 

in rate base effective with 1992 sharing year) 

The Washington Utilities and Transportation Commission ruled that if 

otherwise appropriate, inclusion should be part of working capital analysis. 

No working capital calculation was presented in the proceeding. Ms. 

Ohashi addresses the working capital aspects of the pension in RT-19. 

Are you aware of any other jurisdictions that have approved a recovery 

mechanism for the prepaid pension asset? 

Yes. Although HECO has not conducted an exhaustive search of state 

commission orders, it is aware that state regulatory commissions in 

Massachusetts, Kentucky and Washington have issued orders enabling some form 

of recovery of the prepaid pension asset. I have summarized these orders below: 

Massachusetts - On October 31, 2003, the Department of 

Telecommunications and Energy of the Commonwealth of Massachusetts 

issued an Order in D.T.E. 03-47-A approving a recovery mechanism for 

pensions and post retirement benefits other than pensions ("PBOF'") for 

the Commonwealth Electric Company, Cambridge Electric Light 

Company and Boston Edison Company (dba NSTAR Gas Company). 

Among other things, the mechanism allowed carrying costs on the 

"average annual prepaid pension balance expense" to be collected (or 

refunded) from customers. 
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Kentucky - On September 30, 1997, the Kentucky Public Service 

Commission issued an Order in Case No. 97-034 for the Kentucky- 

American Water Company. In this case the State Attorney General 

recommended that Kentucky-American's rate base be reduced by the 

balance in an accrued pension account which recorded the difference 

between annual SFAS 87 pension expenses and annual ERISA pension 

plan contributions. The Commission agreed with the adjustment but also 

agreed with Kentucky-American's recommendation that, if the accrued 

balance reverses in the future and a pension asset is created, the asset 

should be included in rate base. 

Washington - On April 11, 1996, the Washington Utilities and 

Transportation Commission issued its 15th Supplemental Order in 

Docket No. UT-950200 accepting US West Communications, Inc.'s 

proposal to include the prepaid pension asset as a discrete item in rate 

base. 

In addition, in its response to HECOICA-IR-204 (Attachment A, pages 36- 

40), the CA provided testimony from a Qwest Corporation witness in Docket No. 

T-0105B-99-0105 in Arizona that identifies several jurisdictions in which 

regulators have included a pension asset in rate base through either an order or 

settlement. These jurisdictions include the Federal Communications Commission, 

Colorado, Iowa, Minnesota and Oregon. 

Has this Commission approved the inclusion of the prepaid pension asset into rate 

base in any other proceeding? 

Yes. As I mentioned earlier, in Decision and Order No. 18365 in Docket No. 99- 

25 0207, the Commission allowed HELCO to include a prepaid pension asset of $1.4 
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million in rate base. 

In Docket No. 99-0207, did the CA object to inclusion of the prepaid pension 

asset into HELCO's rate base? 

No, it did not. The CA accepted HELCO's year-end test year estimate of the 

prepaid pension asset and reflected it in its proposed rate base (Exhibits CA-921, 

HELCO-R-1501). 

Has this Commission approved any settlement agreements that have resulted in 

inclusion of some amount for prepaid pension asset? 

Yes. In Docket No. 94-0298, the Commission approved a stipulated agreement 

between GTE Hawaiian Telephone Company Incorporated ("GTE) and the CA 

which resulted in a prepaid pension asset of $16.3 million being included in 

GTE's rate base (Exhibit B of Decision and Order No. 15345). 

Hence, although the CA has identified in its response to CA-IR-204 certain 

decisions that have excluded the pension asset from rate base, there are clearly 

others that have ruled for inclusion or approved settlement agreements that have 

resulted in inclusion of a pension asset in rate base. 

What are the potential consequences of adopting the CA and DOD's proposed 

disallowance of the prepaid pension asset? 

If the prepaid pension asset is not included in rate base, investors will not be 

compensated for cash they contribute to the pension fund. This would be a 

disincentive to adequately fund HECO's pension and would increase the 

Company's financial risk as it could result in minimum funding requirements in 

the future when HECO may not have adequate sources of funds. 

Summary 

Should the Commission continue to accept the use of SFAS 87 for ratemaking 
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purposes? 

Yes. The Company and its subsidiaries have consistently applied SFAS 87 in 

prior rate cases and in each company's respective PUC reports. SFAS 87 is fair to 

both the ratepayer and to the Company's shareholders. It is based on widely- 

accepted and independent sources of guidance. The accounting standards have 

been established by the FASB. 

As I indicated, this treatment has been accepted in a number of other 

jurisdictions. 

Ratemaking treatment for pension under SFAS 87 is also consistent with the 

ratemaking treatment for other post-retirement employee benefits ("OPEB") 

under Statement of Financial Accounting Standards 106 ("SFAS 106"), 

"Employer's Accounting for Postretirement Benefits Other Than Pensions" which 

the Commission approved in Docket No. 7243 and 7233 (consolidated) D & 0  No. 

13659 dated November 29, 1994. The ratemaking treatment of OPEB is similar 

to the ratemaking treatment for pensions in that the cumulative contributions to 

the trusts which exceed the benefit liability are included as additions to rate base 

(prepaid pension asset and prepaid OPEB asset) and cumulative contributions to 

the trust which are less than the benefit liability are included as deductions to rate 

base (pension liability and OPEB liability). 

Should the prepaid pension asset be included in rate base? 

Yes. Inclusion of the prepaid pension asset in rate base is consistent with the 

application of SFAS 87 for ratemaking purposes. 

I have demonstrated in my testimony that investors have provided the cash 

to the pension fund and that it was prudent to do so. Inclusion of the prepaid 

pension asset in rate base will fairly compensate investors for the funds they have 
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advanced for the funding of the pension plan. 

GAINS ON SALE OF LAND AND IOLANI COURT PLAZA 

LEASE PREMIUM 

What is the Company's rebuttal position with respect to the unamortized Gains on 

Sale of Land and unamortized Iolani Court Plaza Lease Premium? 

The Company's normalized test year 2005 estimates for the unamortized Gains on 

Sale of Land and unamortized Iolani Court Plaza Lease Premium are as follows: 

1) Unamortized Gains on Sale of Land 

a) 1213 1/04 balance $470,000 

b) 1213 1/05 balance $1,503,000 

2) Unamortized Iolani Court Plaza Lease Premium 

a) 12/31/04 balance $19,000 

b) 1213 1/05 balance $15,000 

3) Total 

a) 12/31/04 balance: $ 489,000 

b) 1213 1/05 balance: $1,518,000 

c) Average ([a+b]/2): $1,004,000 

Do the rebuttal estimates shown above reflect adjustments to the Company's direct 

testimony estimates? 

Yes, the Company's direct testimony estimates for the unamortized Gains on Sale 

of Land and unamortized Iolani Court Plaza Lease Premium shown on HECO- 

1320 were adjusted as described in the Company's response to DODMECO-IR- 

10-4. 

In general, why did the Company adjust its direct testimony estimates? 
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The adjustments were made to reflect actual balances as of 12/31/2004 and to 

update some of the estimated 12/31/2005 balances, including updates for 

transactions occurring subsequent to the filing of the Company's direct testimony. 

Are there any differences between the Company and the Consumer Advocate 

and/or Department of Defense with respect to the test year estimates for the 

unamortized Gains on Sale of Land and unamortized lolani Court Plaza Lease 

Premium? 

No, all parties are in agreement with respect to the unamortized balances for the 

test year. The Consumer Advocate accepted the Company's updated estimates 

(see CA-T-1, page 98, Schedule B, line 18 and Schedule B-2, lines 48-50) as did 

the Department of Defense (see DOD T-1, page 10 and Exhibit DOD-108, line 

13). 

Are there any differences between the Company and the Consumer Advocate with 

respect to the amount of Gains on Sale of Land to be amortized in the test year? 

Yes, the Company and Consumer Advocate do not agree on the amount of 

amortization to be included in test year Other Operating Revenues - 

Miscellaneous Revenues for the Lilipuna property. The Company's position with 

respect to this issue is addressed by Mr. Peter Young (see HECO RT-3). The 

Consumer Advocate's position regarding the Unamortized Gain related to the 

Lilipuna property is not consistent with its position related to the amortization of 

the gain on sale of land with respect to the property. If the Consumer Advocate's 

proposal to exclude the amortization of the gain in Other Operating Revenues is 

adopted, the unamortized gain related to the property, while small, should also be 

excluded from the unamortized gain balance in rate base. 
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ACCOUNTING FOR COMPUTER SOFTWARE DEVELOPMENT COSTS 

Are there any issues between the HECO and the Consumer Advocate and 

Department of Defense related to the Accounting for Computer Software 

Development Costs? 

With the exception of costs related to the Company's Ellipse software upgrade, 

which is discussed by Ms. Faye Yamauchi in HECO RT-13, there appears to be 

agreement with respect to the test year estimates related to computer software 

development project costs. There are no expense amounts in the test year for the 

amortization of previously deferred software development project costs and there 

are no unamortized deferred project costs included in rate base. There are, 

however, certain software development project costs included as expense in the 

test year, in accordance with the Company's accounting procedures for such costs, 

which are consistent with Generally Accepted Accounting Principles. The 

Consumer Advocate and the Department of Defense has not raised any issues 

regarding the Company's accounting policy for computer software development 

costs. 

Is there additional support for HECO's accounting for computer software 

development costs? 

Yes, HECO's accounting for computer software development costs were 

presented in Docket No. 04-0131 (Outage Management System docket) and in 

Docket No. 04-0268 (Customer Information System docket). The Commission in 

approving the Company's CIS project in Decision and Order No. 21798 found 

HECO's proposed accounting treatment to be consistent with generally accepted 

accounting principles and reasonable. 
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ABANDONED CAPITAL PROJECT COSTS 

What are the positions of the parties with respect to abandoned capital project 

costs? 

As discussed in HECO T-13, pages 50 and 5 1, the Company's test year expense 

estimates include a total of $264,000 for abandoned capital project costs. The 

Consumer Advocate and Department of Defense have accepted the Company's 

estimates in developing their estimate of HECO's revenue requirements. 

MAINTAINING FINANCIAL INTEGRITY 

Recent Discussions with and Feedback from Rating Agencies 

What has been the state of recent discussions with and feedback from the rating 

agencies regarding HECO's corporate credit ratings and outlook? 

On April 22,2005, Standard and Poor's Ratings Services ("S&P) affirmed 

HECO's BBB+ corporate credit ratings. At the same time, S&P revised its 

outlook from stable to negative. See HECO's response to DOD-IR-3-5 for a copy 

of the report from S&P dated April 22,2005: Hawaiian Electric Industries and 

Utility Units Ratings Affirmed; Outlook Revised to Negative. 

Why did S&P revise HECO's outlook from stable to negative? 

According to S&P, the outlook revision reflects a declining trend in HECO's 

financial metrics which have been pressured by: 

1) rising operating expenses; 

2) yet to be recovered investments and 

3) the long-term lack of rate relief. 

S&P also cited that absent a supportive rate decision in HECO's pending rate case, 

prospective key financial metrics may not support a financial profile that is 
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commensurate for the current ratings. 

Q. Did the Company engage in further discussions with S&P, in light of the revised 

outlook? 

A. As part of the Company's annual visit, on May 17,2005, Company management 

met with S&P to review HECO's key financial results and business plans, 

including the status of its rate case proceeding. S&P indicated that they would be 

evaluating HECO's business profile of "6" and would consider changing HECO's 

business profile to "5". 

Q. Please describe the business profile scores assigned by S&P. 

A. S&P assigns business profile scores to all rated companies. S&P uses a 10-point 

scale, where "1" represents the lowest risk and "10" represents the highest risk. 

Companies with a strong business profile are generally scored "1" to "4", while 

companies facing greater threats would generally be rated with a business profile 

score of "7" to "10". 

Q. Did S&P proceed with changing HECO's business profile from "6" to "5"? 

A. Yes. On May 31,2005, S&P changed HECO's business profile from "6" to "5". 

There was, however, no change to the Company's outlook, which remained at 

negative. S&P reiterated that a responsive rate order from the PUC regarding 

HECO's pending rate case is crucial and absent a supportive rate decision, 

prospective key financial metrics may not support a financial profile that is 

commensurate with the current ratings. Additionally, S&P indicated that ... 

"Failure to strengthen key financial parameters, especially cash flow coverage of 

debt, . . . a punitive rate order, . . . could lead to lower ratings." A copy of S&P's 

publication related to HECO's business profile is shown at HECO-R-1614. 

Q. Does the change in business position from "6" to "5" signal a decrease in HECO's 
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risk? 

A. No. As noted in the S&P's May 31,2005 report, business profiles "5" and "6" are 

considered satisfactory business profiles. Again, S&P did not change the 

company's outlook, which remained at negative. It's our understanding that 

S&P's change in business profile from "6" to "5" would allow HECO's financial 

ratios to more easily fall within the guidelines of a BBB+ corporate credit rating. 

Q. Is there any evidence to support S&P's statement that a change in business profile 

from "6" to "5" would allow HECO to maintain its BBB+ corporate credit rating? 

A. On page 4 of HECO-R-1614, S&P states that HECO's adjusted funds from 

operations ("FFO) to total debt ratio is weak at approximately 20. 

Q. Why did S&P conclude that HECO's FFO to total debt ratio is weak? 

A. The following are ranges that S&P uses to determine the strength of the FFO to 

total debt ratio to assist with their determination of a company's corporate credit 

rating: (Note that S&P publishes a range for a BBB rating only. Ratios that fall 

on the high end of the range are considered for a BBB+ rating, while ratios that 

fall on the low end of the range are considered for a BBB- rating, with ratios that 

fall in the middle of the range are considered for a BBB rating.) 

HECO's FFO/total debt ratio as of 12/31/04: 20 

Business Profile 5: 22-15 

Business Profile 6: 28-18 

Under business profile "5", HECO's ratio is closer to the upper end of the range 

(supporting a BBB+ rating). In constrast, under business profile "6", HECO's 

ratio is closer to the lower end of the range (supporting a BBB- rating). 

Q. Did the Company engage in discussions with its other rating agency, Moody's 
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Investors Service ("Moody's")? 

A. Yes. Also as part of the Company's annual visit, HECO management met with 

Moody's on May 16,2005. 

Q. What information was shared with Moody's on May 16,2005? 

A. Company management reviewed HECO's key financial results and business plans, 

including the status of its rate case proceeding. 

Q. As a result of the meeting, did Moody's take any ratings actions? 

A. No. Moody's did not take any ratings actions. However, they did indicate that 

they would be monitoring the results of the HECO rate case. 

Q. Why is it important for HECO to maintain good corporate credit ratings? 

A. Maintaining good credit ratings helps to minimize electric rates by lowering the 

cost of capital to the Company. It also gives the Company the ability to 

consistently attract new capital on reasonable terms, whatever the current state of 

the financial markets. These points were discussed in detail in Mr. von 

Gnechten's direct testimony on page 7 at HECO T-21. 

Q. What would be the impact on HECO's financial ratios if the CA's and DOD's 

recommendations regarding the fair rate of return on common equity were 

adopted? 

A. As addressed in by Mr. von Gnechten in HECO RT-21, using Mr. Parcell's 

proposed return on equity, the funds from operations over total debt ratio would 

be indicative of only a low BBB credit rating. A low BBB rating would mean at 

least one and possibly two notch downgrade from HECO's current BBB+ rating. 

Need for Meaningful Rate Relief 

Q. Why is it important for HECO to obtain a meaningful rate relief? 

A. It's important for HECO to obtain a meaningful rate relief in order for HECO to 
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maintain its financial integrity. 

Q. What is meant by financial integrity? 

A. Financial integrity refers to the financial health of the Company. This means 

having sufficient funds to fulfill the electrical needs of its customers and prudently 

planning for future needs, while providing a reasonable rate of return for its 

shareholders and the ability to attract new capital at reasonable terms. 

Q. Are there any concerns regarding HECO's ability to maintain its financial 

integrity? 

A. Yes. First of all, in 2005, HECO will not have the opportunity to earn the return 

found to be reasonable by the Commission because by the time the evidentiary 

hearings are held, three-fourths of the year would have gone by. Under the test 

year concept, the amount of the rate increase approved by the Commission in a 

general rate case, which uses an average rate base, generally is the increase in 

revenue necessary at the beginning of the test year. Unless a rate increase is 

effective at the beginning of a test year, the Company will not have the 

opportunity to earn the fair rate of return on rate base determined to be fair and 

reasonable by the Commission, based on the estimated results of operations for 

the normalized test year. 

HECO acknowledges that the timing of a rate case application is clearly its 

own responsibility. However, as can be seen by the positions taken by the 

Consumer Advocate and DOD with respect to test year expenses, there is a 

reluctance to accept representations that expenses will increase without a showing 

that expenses already have increased. 

Additionally, due to unanticipated changes in schedules, the estimated plant 

additions for two large projects, the Ford Island and Mamala substations, were 
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removed from the 2005 test year plant additions estimate. These projects are now 

estimated to be completed in 2006, falling outside our 2005 test year rate case. 

HECO will not have the opportunity to recover its investment in these projects, 

nor will it have the opportunity to earn a fair rate of return on these projects until 

its next rate case. (Even for the 2005 test year plant additions, only one-half the 

investment is included in an average rate base and none of the additional 

depreciation expense is included in test year expenses because depreciation starts 

in the year following the addition.) 

Finally, over the coming years, HECO will be implementing a number of 

system-related projects, including the Energy Management System, the Outage 

Management System, and the Customer Information System, all which fall outside 

the 2005 test year rate case. 

Sales growth has the potential to offset normal increases in expenses and 

rate base, but it is difficult for sales growth to make up for substantial expense and 

rate base increases. In order for HECO to maintain its financial integrity, it will 

be important for HECO to obtain a meaningful rate relief in this proceeding. It 

will be difficult enough to address the pension cost and rate base additions without 

another rate case if the Commission recognizes the full cost of staffing additions 

in this rate case. It will be much more difficult to manage the situation if only part 

of the staffing cost increase is recognized. 

SUMMARY 

Please summarize HECO's rebuttal position in this case with respect to the subject 

areas for which you are responsible. 

1) I have presented the Company's rebuttal position related to depreciation 
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expense and accumulated depreciation; 

2) Presented the Company's average employee count for the test year and 

address the Consumer Advocate's and Department of Defense's proposed 

adjustment related to the average employee count for the test year; 

3) Presented the Company's position regarding the King Street Office Building 

Lease; 

4) Presented the Company's position regarding its Prepaid Pension Asset; 

5) Addressed the Company's ratemaking treatment for computer software 

development costs, abandoned capital project costs, and gain on the sale of 

land and Iolani Court Plaza lease premium; and 

6) Addressed the Company's latest discussions with rating agencies and the need 

to maintain financial integrity. 

As discussed in my testimony, significant pressure will be place on HECO's 

financial situation in the near term. In order to maintain its financial integrity, 

meaningful rate relief needs to be granted in this proceeding. 

Does this conclude your testimony? 

Yes, it does. 
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Hawaiian Electric Com~anv. Inc. 
Summary of Changes to Plant. Depredation ~ & i i s ,  and Depredation Expense 

For Test Year 2005 
($in Thousands) 

Direct Response HECO 
Testimony Adiustments to IR Adiustments Rebunal 

OOPIR-10-2 
Plant Balance HECO-WP-I601 WPIR-10-3 

Plant Balance @ 12/31/04 2.227.400 2.569 2,229,969 2,229.969 

Additions 133,204 (29,017) 104,187 5,636 109,823 

Retirements (9.954) (9.954) 74 (9,SSO) 

Plant Balance @ 12/31/05 2,350 , 650 , )  26 448 2 , 324 , 202 5.710 2.329.912 

De~reciation Reserve HECO-1609 DODIR-10-3 (A) 

Depredation Reserve @ 12/31/04 991.611 (3,550) 988,061 988.061 

Depredation Accrual 81,474 (1.394) 80,080 80.080 

Retirements (9.954) (9,954) 74 (9,880) 

Removal Cost (5.176) (5,176) 309 (4,867) 

Gross Salvage 179 179 26 205 

Depredation Reserve @ 12/31/05 1,058,134 (4,944) 1,053,190 409 1,053.599 

Depreciation Exoense 
Exhibit 

DOD-104 

Depredation Accrual 81,474 (1,394) 80.080 80,080 

Amortization of King 
Street Lease 

Less: Depredation 
on Vehicles 

Amortization of ClAC (7,510) 26 (7.484) (7,484) 

Amotihation of 
Federal ITC ' (905) (905) (905) 

Amortihation of 
SFAS109 reg asset 808 6 814 814 

Depredation Expense 72.056 1.133 70.730 

Amortization of Federal ITC is included in Depredation Expense in accordance 
wiLh the SFAS 109 method of accounting for inmme taxes as described in 
testimony at HECO T-17. 

"Revised 6/17/05 
(A) Reuremenrs, removal mst, an0 gross salvage rev~sed to reflect actual 12/31/04 plant balamzs arm updated 

5 year h sroncal percentages 10 lnaude 2004 auuals 
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HECO 
Total Positions Approved for Hiring in 2005 - As of 7/26/05 

Revised TY Additional Positions 
December Approved Approved for 

2005 Positions Hiring in Rebuttal 
Employec Unforecasted 2005 as of Testimony 

VP Dept Count in TY 2005 7126105 Reference 

Corp Exc Comp & Ben 14 1 15 RT-I5 
Corp Exc Ind Re1 9 9 
Corp Exc SSF 43 3 46 RT-13 
Corp Exc VP-Corp Exc 2 2 
Corp Exc WFSD 16 1 17 RT-I3 
Corp Exe Total 84 5 89 

Corp Re1 Carp Comm ' I I -1 10 
Corp Rel VP-Corp Rel 2 2 
Carp  Rel Total 13 -1 12 
En Del C&M 22 1 221 
En Del Engineering 79 3 82 RT-8 
En Del Proj Mgmt 8 8 
En Dei Supp Svcs 81 2 83 RT-8 
En Del SYSOP 109 7 116 RT-8 
En Del VP-En Del 3 3 
En Del Total 501 12 513 
EnSol CID 47 5 52 RT-10 
EnSol Enm Proi 8 1 9 RT-7 

E n g  Svcs 
IRP 

EnSol SVP-EnSol 
EnSol Tech 
EnSol Total 
FinVP Financial VP 
FinVP Gen Acctg 
FinVP InfoTech 
FinW MAFS 
FinVP RiskMgr 
F i n W  Total 
GenCounsel Legal 
GenCounsel VPGen 
GenCouosel Total 
Govt&Comm Ed & Cons Aff 
Govt&Comm Gov Rel 
Govt&Comm Reg Affairs 

Govt&Comm VP-Gov & Com ' 
Govt&Comm Total 
Operations Cust Svc 
Operations SVP-Oper 
Operations Totsl 
Pres lnt Audit 
Pres President 
Pres Total 
PubAffairs SVP-Pub Aff 
PubAffairs Total 
Pwr Sup Enviion 
Pwr Sup Plng & Eng 
Pwi Sup Production 
Pwr Sup VP-Pwr Sup 
Pwr Sup  Total 
W-Special Projects 

Grand Total 1490 53 1543 

' VP-Gov&Comm received an approval to fill an unfoiecasted Public Affairs Specialist in their deparunent. 
However, Corp Comm forecarted for a similar position which they will not be filling due to the hiring of the Public Affairs Specidist. 
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HECO 
Actual Employee Counts .~ , For December 2004-July 27,2005 

VP Dept 

Corp Exc Comp & Ben 
CorpExc IndRel 
CorpExc SSF 
Corp Exc VP-Corp Exc 
CorpExc WFSD 
Corp Exe Total 
Corp Re1 Corp Comm 
Corp Rel VP-Corp Rel 
Corp Re1 Total 
EnDel C&M 
En Del Engineering 
En Del Proj Mgmt 
En Del Supp Svcs 
EnDel Sys OQ 
En Del VP-En Del 
En Def Total 
EnSol CW 
EnSol Engy Proj 
EnSol Engy Svcs ' 

EnSol Tech 
EnSol Total 
FinVP Financial VP 
FinVP Gen Acctg 
FinVP InfoTech 
FhVP MAFS 
FinVP RiskMgl 
FioW Total 
GenCounsel Legal 
GenCounsel VPGen 
GenCouosel Total 
Govt&Comn Ed & Cons Aff 
Govt&Comn Gov Re1 
Govt&Comn Reg Affain 
Govt&Comn VP-Gov & Com 
Govt&Comm Total 
Operations Cnst Svc 
Operations SVP-Oper 
Operations Total 
Pres Int Audit 
Pres President 
P m  Total 
PubAffain SVP-Pub Aff 
PubAffairs Total 
PUT Sup Environ 
Pwr Sup Plng & Eng 
Pwr Sup Production 
m s u p  V P - m  Sup 
Rvr Sup Total 
VP-Special Projects 

Grand Total 

* Excludes employees moved to the Energy Efficiency Docket No. 05-0069. 
** Project Management employee count included with Engineering. 
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HECO 
Comparison of June 30,2005 Achlal Employee Count with Revised TY December 2005 Forecast 

Employee Revised Test 
Count as of Year December 

VP D e ~ t  June 30,2005 2005 Difference 

Corp Exc Comp & Ben 
Corp Exc Ind Re1 
Corp Exc SSF 
Corp Exc VP-Corp Exc 
Corp Exc WFSD 
Corp Exc Total 
Corp Re1 Corp C o r n  
Corp Re1 VP-Corp Re1 
Corp Re1 Total 
En Del C&M 
En Del Engineering 
En Del Supp Svcs 
En Del S Y ~  OP 
En Del VP-En Del 
En Del Total 
EnSol CID 
EnSol Engy Proj 
EnSol Engy Svcs * 
EnSol LRP 
EnSol SVP-EnSol 
EnSol Tech 
EnSol Total 
FinW Financial VP 
FiiVP Gen Acctg 
FinVP InfoTech 
FinVP MAFS 
FinW RiskMgt 
FinW Total 
GenCounsel Legal 
GenCounsel WGen 
GenCounsel Total 
Govt&Corn Ed & Cons Aff 
Govt&Comrn Gov Re1 
Govt&Comm Reg Affairs 
Govt&Comm VP-Gov & Corn 
Govt&Comm Total 
Opmtions Cust Svc 
Operations SVP-Oper 
Operations Total 
Pres Int Audit 
Pres President 
Pres Total 
PubAffairs SVP-Pub Aff 
PubAffairs Total 
hvr Sup Environ 
Pwr Sup Plng & Eng 
Pwr Sup Production 
PUT Sup VP-Pwr Sup 
Pwr Sup Total 
VP-Special Projects 

Grand Total 1444 1490 -46 

* Excludes employees moved to the Energy Efficiency Docket No. 05-0069 
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HECO 
Estimated Annual Wager & Benetits of Additional Approved Positions Not Included in TI' 2005 Forecast 

Estimated 
Estimated Estimated Annual 

Annual Annual Wages & Estimated Annual Wages & Benefits Charged t o  

8 Positions Wages $ ' Benefits ' Benefits O&M Capita! Billables Clearing 

Positions Filled Prior to i:l/O5 

Positions Filled in: 
January 2005 
February 2005 
March 2005 
April 2005 
May 2005 
June 2005 

Positions Filled ofJune 30,2005 

Unfilled Positions 

TOTAL 

I Based on 2080 hours 

' Based on 1904 productwe hours @ $7 99 per productive hour 



1 January 1,2005 
2 February 1,2005 
3 March 1,2005 
4 April 1,2005 
5 May 1,2005 
6 June 1,2005 
7 July 1,2005 
8 August 1,2005 
9 September 1,2005 
10 October 1,2005 
11 November 1,2005 
12 December 1,2005 

Total 
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Hawaiian Electric Company, Inc. 
Gng Street Office Building 

SL Lease Total Lease 
Expense Excise Tax Paid Expense 

A B A + B  

64,583 2,691 67,275 * 
64,583 2,691 67,275 * 
64,583 2,691 67,275 * 
64,583 2,691 67275 * 
64,583 2.691 67,275 * 
64,583 2,691 67,275 * 
73,285 2.691 75,977 
73,285 2,691 75,977 
73,285 2.691 75,977 
73,285 2,691 75,977 
73,285 2,691 75,977 
73,285 2,691 75,977 

827,212 32,294 859,506 ** 

Monthlv Lease Pavments *** Months Lease Pavment '&& 
(a) @) (a) x (b) 

Straight-Line Expense (FIE) 73,285 G 

Deferred Rent Calculation (7/1/05-12/1/05) 
SL Lease Expense G * 6 months 
Actual Lease Payment 64,583 * 6 months 
Deferred Rent 

* Montb-to-Month lease from 1/1/05 - 6/1/05 

** See HECO-R-1303 for total test yearrent expense 

*** Per modified agreement. See discussion in RT-16 
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Accounting for Pensions 

The primary source of guidance for generally accepted accounting for pensions is found 
in Statement of Accounting Standards No. 87, "Employers' Accounting for Pensions" 
("FAS 87'3. Three significant accounting c~ncept~embodied in FAS 87' are somewhat 
unique to pension accounting: 

1. Delayed recognition of changes in pension obligation and changes in plan assets 
The delayed recognition feature means that changes in the pension obligation 
(including those resulting fkom plan amendments) and changes in the value of assets 
set aside to meet those obligations are not recognized as they occur but are recognized 
systematically and gradually over subsequent periods. All changes are ultimately 
recognized except to the extent they may be offset by subsequent changes, but at any 
point changes that have been identified and quantified await subsequent accounting 
recognition as net cost components and as liabilities or assets. 

2. Certain costs are aggregated and presented as net cost 
The net cost feature means that the recognized consequences of events and 
transactions affecting a pension plan are reported as a single net amount on the 
income statement. 

3. Certain liabilities and assets are presented net on the balance sheet 
The offsetting feature means that recognized values of assets contributed to a plan and 
liabilities for pensions recognized as net pension cost of past periods are shown net in 
the balance sheet. 

The following is a general overview of HECO's pension as reflected in the following 
financial statements: 

Income Statement 
In general, the net periodic pension costs ('WPC") is reflected in the income 
statement2 

Balance Sheet 
A liability (unfunded accrued pension cost) is recognized if net periodic pension 
cost exceeds amounts contributed to the plan. An asset (prepaid pension cost) is 
recognized if net periodic pension cost is less than amountsthe employer has 
contributed to the plan? 

1 FAS 87 Summary 
A portion of the NPPC is taken off the income statement and is capitalized through an overhead allocation 

to capital projects; however, in order to simplify this discussion, that component is not addressed. 
FAS 87, paragraph 35. 
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However, if the accumulated benefit obligation exceeds the fair value of plan 
assets, certain other tests must be applied which may result in a change to the 
balance sheet presentation described above. 

Footnote Disclosure 
In addition to other required disclosures, the financial statement footnotes provide 
a reconciliation of the following: 
1. The fair value of plan assets 
2. The projected benefit obligation 
3. The amount of unrecognized prior service cost 
4. The amount of unrecognized net gain or loss (including asset gains and losses 

not yet reflected in market-related value) 
5 .  The amount of any remaining unrecognized net obligation or net asset existing 

at the date of initial application of FAS 87 
6. The amount of any additional liability recognized (see "Additional Tests" 

discussion below) 
7. The amount of net pension asset or liability recognized 

The financial statement treatment is more fully described below. 

Net Periodic Pension Cost 

The NPPC is comprised of the following (See Attachment A): 

a. Service cost 
The service cost component recognized in a period is determined as the actuarial 
present value of benefits attributed by the pension benefit formula to employee 
service during that period. 

b. Interest cost 
The interest cost component recognized in a period is determined as the increase in 
the projected benefit obligation due to the passage of time. 

c. Actual return on plan assets, if any 
The actual return on plan assets shall be determined based on the fair value of plan 
assets at the beginning and the end of the period, adjusted for contributions and 
benefit payments.4 

d. Amortization of unrecognized prior service cost (gain), if any 
Plan amendments ofien include provisions that grant increased benefits based on 
services rendered in prior periods. Because plan amendments are granted with the 

FAS 87, footnote 13 regarding disclosure requirements. "The net asset gain or loss during the period 
defened for later recognition (in effect, an offset or a supplement to the actual return on assets" 
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expectation that the employer will realize economic benefits in future periods, FAS 
87 does not require the cost of providing such retroactive benefits (that is, prior 
service cost) to be included in net periodic pension cost entirely in the year of the 
amendment but provides for recognition during the future service periods of those 
employees active at the date of the amendment who are expected to receive benefits 
under the plan. 

e. Gain or loss (including the effects of changes in assumptions) to the extent 
recognized 
The gain or loss component of net periodic pension cost shall consist of (a) the 
difference between the actual return on plan assets and the expected return on plan 
assets and (b) amortization of the unrecognized net gain or loss from previous 
periods. The gain or loss component is the net effect of delayed recognition of 
gains and losses (the net change in the unrecognized net gain or loss) except that it 
does not include changes in the projected benefit obligation occurring during the 
period and deferred for later recognition. 

Gains and losses are changes in the amount of either the projected benefit obligation 
or plan assets resulting from experience different from that assumed and from 
changes in assumptions. Gains and losses include amounts that have been realized, as 
well as amounts that are unrealized. Because gains and losses may reflect refinements 
in estimates as well as real changes in economic values and because some gains in 
one period may be offset by losses in another or vice versa, FAS 87 does not require 
immediate recognition of gains and losses as components of net pension cost of the 
period in which they arise. 

Asset gains and losses are differences between the actual return on assets during a 
period and the expected return on assets for that period. Asset gains and losses 
include both (a) changes reflected in the market-related value of assets and @) 
changes not yet reflected in the market-related value (that is, the difference between 
the fair value of assets and the market-related value). Asset gains and losses not yet 
reflected in market-related value are not required to be amortized. 

f. Amortization of the unrecognized net obligation (and loss or cost) or unrecognized 
net asset (and gain) existing at the date of initial application of FAS 87 

Accumulated Benefit Obligation 
The accumulated benefit obligation is the actuarial present value of benefits (whether 
vested or nonvested) attributed by the pension benefit formula to employee service 
rendered before a specified date and based on employee service and compensation (if 
applicable) prior to that date. The accumulated benefit obligation differs from the 
projected benefit obligation in that it includes no assumption about future compensation 
levels. 
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Proiected Benefit Obligation 
The projected benefit obligation as of a date is the actuarial present value of all benefits 
attributed by the plan's benefit formula to employee service rendered prior to that date. 
The projected benefit obligation is measured using an assumption as to future 
compensation levels if the pension benefit formula is based on those future compensation 
levels. 

Fair Value of Plan Assets 
Fair value of plan assets is the amount that the pension plan could reasonably expect to 
receive for an investment in a current sale between a willing buyer and a willing seller, 
that is, other than in a forced or liquidation sale. 

Expected Return on Plan Assets 
An amount calculated as a basis for determining the extent of delayed recognition of the 
effects of changes in the fair value of assets. The expected return on plan assets is 
determined based on the expected long-term rate of return on plan assets and the 
market-related value of plan assets. 

Market-Related Value of Plan Assets 
A balance used to calculate the expected return on plan assets. Market-related value can 
be either fair market value or a calculated value that recognizes changes in fair value in a 
systematic and rational manner over not more than five years. Different ways of 
calculating market-related value may be used for different classes of assets, but the 
manner of determining market-related value shall be applied consistently from year to 
year for each asset class. 

Additional Tests 
If the accumulated benefit obligation exceeds the fair value of plan assets, the employer 
shall recognize in the statement of financial position a liability (including unfunded 
accrued pension cost) that is at least equal to the unfunded accumulated benefit 
obligation. 

Recomition of an additional minimum liability is reauired if an unfunded accumulated - 
benefit obligation exists and (a) an asset has been recognized as prepaid pension cost, (b) 
the liability already recognized as unfunded accrued pension cost is less than the 
unfunded accumulated benefit obligation, or (c) no accrued or prepaid pension cost has 
been recognized. 

If an additional minimum liability is recognized, an equal amount shall be recognized as 
an intangible asset, provided that the asset recognized shall not exceed the amount of 
unrecognized prior service cost. If an additional liability required to be recognized 
exceeds unrecognized prior service cost, the excess (which would represent a net loss not 
yet recognized as net periodic pension cost) shall be reported as a separate component 
(that is, a reduction) of equity, net of any tax benefits. 
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When a new determination of the amount of additional liability is made to prepare a 
statement of financial position, the related intangible asset and separate component of 
equity shall be eliminated or adjusted as necessary. 
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Hawaiian Electric Company, Inc. 
Prepaid Pension Asset Balances 

1987-2005 
($ in thousands) 

Beginning 
Pension Asset Contributions to NF'PC Ending Pension 

Year Balance Trust Accrual Asset Balance 
A 

B C 
D 

Prior Year Col. D A+B-C 

1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 
2004 

2005 (Est.) 

Total $ 132,348 $ 56,33 1 

Rate Base Calculation: 
Recorded Balance, 1213 1/04 $ 81,085 [I] 
Estimated Balance, 1213 1/05 $ 76,497 [2] 

Average 2005 Balance $ 78,791 ([1]+[2])/2 

Recorded balances, except as noted in footnote 1 below. 
1 Per June 2005 update of HECO-1504 



Hawaiian Electric Company, Inc. 
2004 Reconciliation of Pension Balances 

12/31/2004 
32/31/2003 1/1/2004 1/1/2004 Expected 12/31/2004 12/31/2004 

Balance Recon Balance 2004 2004 Balance Assumption Remeasurement Balance 
Sheet Caln/(loss) Sheet NPPC Cash Flow Sheet Change Caln/(Loss) Sheet 

B b c - a t b  d e f = ctd+e g h j = f+g+h 

137 3 29,281 s 
[I] Projected Benefit Obligation (PBO) (548,620) (2,371) (550,991) (48,124) 29,529 (569,586) (14,768) 30 (584,324) 

(21 Fair Value of Plan Assets 

[3] Funded Status (58,310) (2,371) (60,681) (653) 15,186 (46.148) (14,768) 30 (60,886) 

[4] Unrecognized Loss 127,257 2,371 129,628 1,721 131,349 14,768 (30) 146,087 

1.51 Unrecognized Prlor Service Cost (4,595) (4,595) 479 (4,116) (4,116) 

Net Amount Recognlzed 
L6] (Prepaid Penslon Cost) 

[7] Fair Vdue of Plan Assets 490,310 
[XI Accumulated Benefit Obligation (ABO) 465,007 
[9] Funded ABO 25 303 

___L_ 

1~1+[21=[31 
~31+~41+151-[61 
[7]-[8]=9 

NOTE: Totals may not add exactly due to rounding. 

I Service Cost 
2 Interest Cost 
3 Transfers 
4 Admin Expenses 
5 Benefit Payments 
6 Actual Retum on Plan Assets 
7 Transfers 
a Employn Cost 
9 Admin Expenses 

10 Benefit Payments 
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Postretirement Obligations 

C tandard & Poor's Ratings Services views unfunded liabilities 

relating to defined benefit pension plans and retiree medical 

plans as debt-like in nature.This also is the case with deferred 

lump-sum payment schemes, such as termination programs for 

employees in Italy. By accepting a portion of their compensation 

on a deferred basis, the employees essentially become creditors 

of the company. As with conventional debt, these liabilities pose 

risks to their corporate sponsors from the call on future cash f low 

they represent. (Defined contribution plans generally are not 

problematic because they must be funded on a current basis, and 

the corporate sponsor does not bear ongoing investment 

performance risk.) 

A company's postretirement obligations 
affect its financial position, and also may be 
germane to its competitive position. Most 
problematic is when peers face different 
retiree costs. Companies that have been rela- 
tively generous, have an older workforce, or 
have a comparatively large number of 
retirees, cannot raise their own selling prices 
more than those of their competitors'. 
Likewise, competitors in different countries 
often are not saddled with similar costs 
because of differences in pension and health 
care systems in their respective countries. 
Any company more burdened with such 
retiree costs than its competitors will be 

penalized in the assessment of its overall 
cost position. The implications for its com- 
petitiveness are no less than if it had older, 
less efficient manufacturing facilities. Such a 
competitive advantage-or disadvantage-is 
an important rating consideration. 

Distinguishing Characteristics 
Various characteristics distinguish unfunded 
posuerirement liabilities from debt obliga- 
tions. One is the difficulty of measuring their 
value. Because of the prospective and variable 
nature of postretirement obligations, their 
quantification relies on numerous assump- 
tions, including: 
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Employee turnover rates and length of 
service, whereby the length of time the 
worker is employed by the company deter- 
mines eligibility for and the size of the 
retiree benefic 
Mortality rates, given that the employee's 
lifespan determines how long he or she 
receives the benefit; 

= Dependency status, if the plan covers sur- 
viving dependena; 
Compensation levels, if the employee's wages 
or salary prior to retirement is a factor in 
determining the amount of the benefiq 
Discount rate, which is required to calcu- 
late a present value of the future required 
cash outflows; and 

* Return on benefit plan investments. To the 
extent that the benefit is prefunded with 
invesrment assets, if positive, the returns 
realized on those assets will help defray the 
cost of the benefit. 
Because retiree medical benefits are not 

monerary in nature, but rather are in-kind 
benefits-i.e., the employee is promised 
future health care services-there is addition- 
al uncertainty. Assumptions must be made 
about future changes in health care inflation 
and in health care use and delivery patterns. 
Not simple matteers. 

Because of these difficulties, the analytical 
exercise does not try to quantify a precise 
amount to represent the postretirement obli- 
gation. As discussed below, sensitivity analy- 
sis is a better way to capture a company's 
exposure than by focusing on a single figure. 

Further, management's actions to modify 
plan benefits or regulatory changes could 
alter the value of the liability over time. 
Standard & Poor's pays close attention to 
management's strategies for reducing the 
cost of the burden and assesses these strate- 
gies in the context of the company's labor 
relations; however, we naturally are reluc- 
tant to prejudge the success of any such 
strategies, particularly if the workforce is 
tightly unionized, and determined to resist 
such cost-cutting efforts. Similarly, in theo- 
ry, there always is the potential that some 
significant change in the regulatory frame- 
work could enable a corporation to shift 
some portion of its postretirement benefits, 
burden to the government, but it hardly is 

prudent to assume such a solution would 
emerge. Indeed, there also is the risk gov- 
ernments could tighten funding tequire- 
ments, as recently did Spain and 
the Netherlands. 

NationallRegulatory Differences 
Analysis of postretirement benefit obliga- 
tions must take into account the differences 
among countries' regulatory systems. In 
some countries (e.g., France, Italy, and 
Spain), corporations do not hear such obli- 
gations directly to any material extenr; pen- 
sion and other postretirement benefits are 
provided largely under governmental, rather 
than corporate, schemes. Corporations gen- 
erally must support these schemes indirectly 
through taxes. Obviousfy, a company's over- 
all tax burden must be considered in the 
analysis of its cash flow. 

In other cases, the benefit is provided 
directly by corporations. Furthermore, strict 
regulations require the company to prefund 
the benefit by making contributions to dedi- 
cated trusts well in advance of the ultimate 
disbursal of funds to retirees or third-parry 
insurers. This insulates retirees from the risk 
that the company might become unable to 
honor its commitments. Under such regula- 
tions, however, the company typically 
retains some discretion to decide how much 
to contribute in a given year. This is the 
case with defined-benefit plans in the U.S., 
governed by the Employee Retirement and 
Income Security Act (ERISA) of 1974 and 
by the tax code, and with such plans in the 
U.K. and the Netherlands. 

In still other cases (e.g., defined-benefit 
pensions in Germany and retiree medical 
benefits in the U.S.), the benefit is provided 
directly by companies, but there is no  regu- 
latory requirement to prefund and, typically, 
no tax incentive for doing so. In such pay- 
as-you-go systems, the cash burden on the 
company may be light for many years if the 
company has a young workforce and few 
retirees. On the other hand, if the company 
has a high ratio of retirees to active employ- 
ees, the ongoing cash outlays may be oner- 
ous. Moreover, under this system, there is 
v~ttually no flexibility in the timing of pay- 
ments: the retirees are owed their benefits. 
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If a company does business in more than 
one counrry, Standard & Poor's pays close 
attention to the geographic profile of its 
postretirement benefits obligations and the 
relevant regulatory requirements. 

Assessing the Liability 
As a practical matrer, the company's financial 
reporting is the best starting point because of 
the accessible, timely, and comprehensive 
nature of financial reporting information 
compared with other sources. Analysts musr 
be wary, however, of the relatively uncertain 
nature of accounting for postretirement obli- 
gations, given all the assumptions necessary 
for their measurement, discussed above. 

Moreover, in virtually all national account- 
ing systems, as well as under International 
Accounting Standards (IAS), those setting the 
accounting standards have sought to avoid 
volatile swings in earnings and liability val- 
ues; hence, the extensive use of various 
smoothing techniques, in which underlying 
net liability changes and variations in actual 
performance-rather than assumptions-re 
recognized on a deferred basis over an 
extended period. (See 'Pitfalls of U.S. 
Pension Accounting and Disciosure.") 

The first step in analyzing postretirement 
obligations is to examine key assumptions 
used to quanufy the obligations and deter- 
mine expense accrual for financial reporting 
purposes. The discount rate, wage apprecia- 
tion, expected investment return, and medical 
inflation rare are all disclosed under U.S. 
GAAP. The use of actuarial assumptions 
regarding mortality, dependency status, and 
turnover can lead to more or less conserva- 
tive estimations, but these assumptions are 
not disclosed directly in financial reporting; 
however, unrecognized losses or gains relating 
to changes in actuarial assumptions indicate 
funher investigation is warranted. 

When assessing assumptions, we focus on 
differences among companies. Assumptions 
are considered in light of an issuer's individ- 
ual characteristics, but also are compared 
with those of industry peers and general 
industtial norms. In addition, assumptions 
are assessed in terms of their internal consis- 
tency. For example, both the discount rate 
and rate of future compensation increases 

should be closely linked to the rate of infla- 
tion. If the discount rate assumption signifi- 
cantly exceeds the assumed rate of 
compensation increases, this may reflect 
overoptimism by management about i ts  abili- 
ty to conrain wage and salary increases. 

Quantitative adjustments may be made to 
normalize assumptions. For example, one 
rough rule of thumb is that for each per- 
centage point increase or decrease in the  
discount rate, the liability decreases o r  
increases by 10% to 15%. At the very least, 
any liberal or conservative bias is taken into 
account when looking at the reported plan 
obligations and assets. 

The next step is to compare the current 
value of a company's plan assets to the  pro- 
jected benefit obligation (PBO) for pensions, 
or to the accumulated postretirement benefit 
obligations (APBO) for retiree medicai benefit 
obligations. In the case of flat-benefit pension 
plans (i.e., the pension benefit is a fixed 
amount per year of service, rather than pay- 
related plans, in which the benefit for each 
retiree is derived from a formula tied to com- 
pensation over a specified period), the PBO 
likely understates the true economic liability. 
This is because the PBO does not rake 
account of future benefit improvements for 
these plans, even if probable, unless provided 
for in the current labor agreement. In such 
cases, the analyst estimates the additional 
economic liability based on the company's 
panern of granting benefit improvements and 
management's current strategies with respect 
to compensation. 

A company's plan assets as a percentage of 
the PBO or APBO is a simple, basic measure 
of plan solvency, referred to here as the fund- 
ing ratio. Companies with the same funding 
ratios in their benefit plans do not, however, 
necessarily beat the same risks related t o  their 
plans. The size of the gross liability is also 
important because, where the gross liability rs 
large relative to the company's assets, any 
given percentage change in the liabiliry or 
related plan assets will have a much more sig- 
nificant effect than if the gross liabiliry had 
been less substantial. 

To bring the depiction of postretirement- 
related items in the financial statements 
more in line with its own analytical perspec- 
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tive, Standard & Poor's has devised certain 
ratio adjustments (see "Adjusting Financials 
for Postretirement Liabilities"). These 
adjustments are intended to undo the 
smoothing of the accounting treatment and 
reallocate certain accounting effects in the 
statements while integrating the analysis of 
postretirement obligations with other aspects 
of the financial analysis. This last point is 
particularly important because of the differ- 
ent funding approaches and regulations that 
pertain to different plans. For example, as 
noted earlier, pension plans in Germany 
largely are unfunded; however, major 
German industrial companies commonly 
hold large cash balances and long-term 
financial assets on the balance sheet to pro- 
vide for future pension-related cash reqnire- 
ments. Analytically, as long as Standard & 
Poor's is comfortable that these assets will 
be retained over the long term to satisfy the 
pension-related obligations, the arrangement 
might well be viewed as if the pension plan 
had been funded. If, however, such a compa- 
ny's capitalization were analyzed without 
factoring in the pension liability, one could 
make the mistake of netting the surplus cash 
against debt, thereby double-counting the 
cash position and underestimating the com- 
pany's financial leverage. 

Beyond determining the plan's current level 
of funding, the analyst must also consider the 
likelihood of significant changes made in the 
liability or assets in the future. As an exam- 
ple, workforce downsizing through early 
retirement programs is a major issue in the 
current economic environment. The potential 
for changes in benefits largely is a function of 
the labor climate and the level of benefits rel- 
ative to those of direct competitors and other 
regional employers. Similarly, to take a 
prospective view of plan assets requires the 
sponsor's input regarding its funding strate- 
gies and asset allocation guidelines. 
Regarding the latter, we do not have a pre- 
ferred strategy: heavy weighting toward equi- 
ties heightens near-term volatility, but-if 
experience holds true--should enhance long- 
range returns. Conversely, heavy weighting 
toward fixed-income holdings should mini- 
mize near-term volatility, hut may well limit 
long-range returns. 

Although Standard & Poor's views unfunded 
postretirement obligations as debt-like, the 
surplus reladng to overfunded plans generally 
cannot be viewed as a cash equivalent. Having 
a significantly overfunded postretirement bene- 
fit plan is, of course, a positive from a credit 
petspective. If nothing else, it generally means 
the company can currail fume contributions 
to the plan, barring changes in asset or liahili- 
ty levels. Companies can use the surplus to 
enrich the retiree benefits (possibly in lieu of 
raising wages) or somedmes to fund special 
workforce reduction programs. In the U.S., a 
portion of the surplus can also be used to fund 
retiree medical benefits in some circumstances. 
But in the US.--as in most other countries- 
companies with overfunded pension plans may 
have little practical ability to revert the sur- 
plus: In the US., there are harsh tax conse- 
quences for doing so. (Amounts recaptured are 
subject to ordinary income tax, plus a punitive 
excise tax.) 

Cash-Flow Implications 
The lwel of necessary future cash outlays has 
the most immediate effect on a company's 
financial health. Standard & Poor's focuses on 
prospective oudays. Information about the reg- 
ulatory funding status of the plan, a company's 
workforce, the makeup of its retiree popula- 
don, its benefit plan characteristics, and man- 
agement's costiutring and funding strategies 
helps the analyst understand the likely direc- 
tion of future cash outlays. 

For plans in which prefunding is mandat- 
ed by regulations, the degree of discretion 
over payments is critical. The cash require- 
ments for U.S. corporate sponsors are sig- 
nificantly shorter term than the underlying 
disbursafs to retirees, but ERISA usually 
grants considerable flexibility in the year-to- 
year timing of contributions, except when 
the plan is severely underfunded. Near-term 
minimum funding requirements often are 
low enough that companies can sharply cur- 
tail contributions temporarily if needed to 
maintain liquidity. (In Japan, pension regu- 
lations grant companies significantly greater 
flexibility to defer contributions over an 
emended period than the U.S.) When fund- 
ing is required in the near term to comply 
with ERISA guidelines, the amounts 
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involved are viewed in a differenc, more 
severe, light. 

The calculation of minimum pension plan 
contributions undet ERISA is a highly complex 
manet, Nthougb the ERISA framework has 
some similaritis to the financial repomng 
framework, ERISA uses its own diidnct 
methodologies and assumptions for valuing the 
assets and liabilities of the plan. Funding 
requirements are not jusr a function of the cur- 
rent funded status of the plan, but also rake 
into account the past funded status, the level of 
past contributions relative to requirements, and 
the name of the events that gave rise to any 
underfunding, among other factors. 

In theory, it is possible to arrive at a rough 
estimate of the company's minimum future 
contribution levels by using the publicly 
available Annual Return/Report of Employee 
Benefit Plan on Form 5500, filed by the cor- 
porate plan sponsor; however, one such form 
is filed for each qualified U.S. plan of a com- 
pany, and large companies may have dozens 
of separate plans. Moreover, the timeliness of 
Form 5500 is problematic: it must be filed 
210 days after the end of the plan year or 
after the sponsor has filed its federal income 
tax form, whichever is later. As a practical 
matter, then, Standard 81 Poor's relies on 
management for information regarding the 
company's future minimum pension contribu- 
dons to meet regulatory requirements. 

Other factors besides funding regulations 
can influence funding decisions. For example, 
in the U.S., benefits provided under qualified, 
defined-benefit pension plans are guaranteed 
by a quasi-governmental entity, the Pension 
Benefit Guaranty Cotp. (PBGC), which, in 
turn, charges plan sponsors an annual premi- 
um, currently $19 per plan pamcipant. If a 
plan's assets ate less than the vested portion 
of the liability (as measured under the very 
conservative methodology stipulated by the 
PBGC, which is different from the ERISA 
approach), an additional, variable annual 
premium is assessed of $9 for each $1,000 of 
unfunded liability. Moreover, the plan spon- 
sor must notify plan participants of the plan's 
underfunded status. Companies often make 
sufficient contributions to their pension plans 
to avoid chese consequences, even if they are 
not required to do so under ERISA. 

Pervenely, perhaps, financial reporting can 
also drive funding decisions. For example, 
under U.S. G M ,  if the value of plan assets 
falls below that of the APBO, a large charge 
to equiry can result ("Pitfalls of U.S. Pension 
Accounting and Disclosure," again). 
Companies sometimes make contributions to 
avoid this repomng effect, particularly if 
financial covenants might thereby be violated. 

in the US., there are some tax-effective 
means of prefunding retiree medical benefits. 
One funding vehicle is the so-called 
Voluntary Employees' Beneficiary Association 
(VEBA) trust. As with pensions, contributions 
to a VEBA trust generally ate tax-deduaible 
up to a certain limit, and earnings on uust  
investments are tax-exempt. VEBA trusts are 
more flexible than pension trusts: Although 
VEBA funds cannot be reverted direcrly by 
the corporate sponsor, they can be used to 
pay for a variety of current benefits-related 
expenses, thereby freeing up other cash. For 
this reason, though, if a company is a t  all 
inclined to use its VEBA assets in this way, 
Standard & Poor's tends to view the asset as 
an extension of the company's ready liquidity 
position, rather than as offsetting a portion 
of the retiree medical liability. 

In some cases, companies issue debt to 
finance their benefit plan contributions. In 
assessing the effect on credit quality, 
Standard & Poor's considers: 

Any loss of payment-timing flexibility. 
For example, if the company issues debt 
with a five-year term to satisfy funding 
contributions that could otherwise be 
spread over up to 10 years, this could 
well he viewed negatively; 
The maturity of the new obligation com- 
pared with the terms of the obligations it 
replaces. For example, if the company is 
able to eliminate looming, near-term fund- 
ing requirements with a long-term 
debt issue, this could be a positive 
development; 
Tax consequences, such as the casb flow 
benefit of accelerating a tax-deductible 
contribution; and 

= The implications for the company's debt 
issuance capacity, to the extent the 
company might have other borrowing 
requirements. 
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In most countries, cumpar& are permitted 
to contribute limited amounts of their own 
stock to their benefit plans, substituting for 
or supplementing cash contributions. 
Standard 81 Poor's views such transactions as 
similar-in their beneficial effect-to the 
company's issuing common stock and using 
the proceeds to reduce financial obligations. 
One difference, however, is the correlation 
risk that results: If the company encounters 
significant setbacks, this would presumably 
be reflected in a weaker share price, which 
could cause deterioration in benefit-funding 
levels and precipitate accelerated funding 
requirements. (For this reason, funding regu- 
lations generally set some limit on contribu- 
tions of so-called employer securities. For 
example, under ERISA, such contributions 
cannot exceed 10% of the fair value of plan 
assets, as determined through a closely sctuti- 
nized valuation process.) 

Ultimate Recovery Considerations 
For companies with significant unfunded 
postretirement benefit obligations, the stand- 
ing of such obligations in bankruptcy can be 
an important consideration for creditors. It 
may affect their willingness to lend, as it 
obviously has a bearing on ultimate recovery 
in a reorganization or liquidation. Analysis 
of this matter is highly specific to the legal 
system and type of benefit in question, as 
well as to the legal structure of the corpora- 
don. In the U.S., unfunded pension liabilities 
typically have the standing of general unse- 
cured claims. (The PBGC or the company 
generally terminates the plan, and then the 
PBGC pursues a claim against the company 
for the funding shordall.) Companies in 
financial distress could have been granted 
funding waivers by government regulators in 
return for liens on assets in advance of a 
bankruptcy filing, hut this is rare among 
rated companies. 

The standing of retiree medical liabilities in 
the U.S. is less clear-cut because these do not 
enjoy the same degree of protection under 
ERISA. If, however, the henefitr are owed 
under the terms of a labor contract, the com- 
pany's voiding of the contract in bankruptcy 
would give rise to a general unsecured claim 
by employees and retirees. If the company 

were to reorganize rather than liquidate, this 
claim would most likely be settled through 
the continuation of the benefit, albeit perhaps 
in a reduced form, rather than a monetary 
payout. This would-at least, in theorys t i l i  
dilute the recovery of other senior unsecured 
claims, because the liability in its new capital 
structure would limit the reorganized compa- 
ny's debt capacity. 

Pitfalls of U.S. Pension 
Accounting and Disclosure 
All areas of financial repotting require man- 
agement to make estimates and judgments, 
but this is particularly true of accounting for 
defined-benefit pension plans. Given t h e  
prospective and variable nature of the prom- 
ise companies make to provide pension ben- 
efirs to retirees, pension accounting relies on 
numerous subjective assumptions (e.g., 
employee turnover, mortality rates, compen- 
sation levels, discount rates, and investment 
returns). Moreover, the standards that cur- 
rendy govern pension accounting under U.S. 
GAAP-Statement of Financial Accounting 
Standards No. 87, "Employers' Accounting 
for Pensions" (SFAS 87)-were issued i n  
1985, despite intense opposition from many 
companies. The Financial Accounting 
Standards Board (FASB) responded with var- 
ious compromise provisions to smooth the 
effect on earnings and on the balance sheet 
of pension-related factors. Consequently, 
some aspects of the financial reporting 
for pensions ate incongruent with the 
analytical perspective. 

Aspects of the current accounting frame- 
work that represent potential pitfalls for ana- 
lysts include the following. 

Balance-Sheet Aspects 
SFAS 87 defines the pension liability 
two ways: . The accumulated benefit obligation (ABO) 

is a measure of the present value of all ben- 
efits earned to date and includes nonvested 
and vested benefits attributable to services 
rendered through the balance sheet date. It 
approximates the value of benefits that  
would be payable if the company were to 
terminate the plan, so it represents a shut- 
down perspective. 
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The projected benefit obligation (PBO) 
also is a measure of the liability for accu- 
mulated service, but, unlike the ABO, it 
also accounts for the effect of salary and 
wage increases on benefit payouts that are 
linked to future compensation levels by 
some formula (for example, where the 
benefits are based on a fixed percentage of 
the average annual compensation over the 
five years prior to the employee's retire- 
ment). The PBO thus values the pension 
promise at the amount for which it will 
ultimately be settled as the company con- 
tinues as a going concern. 
Measurement of the ABO and PBO 

requires the company to make many assump- 
tions. Most imponant, because the liability is 
calculated as the present value of estimated 
future payments to plan beneficiaries, the lia- 
bility valuation is highly sensitive to the dis- 
count rate used. (The lower the discount rate, 
the higher the liability, and vice versa.) SFAS 
87 directs companies to "...look to available 
information about rates implicit in current 
prices of annuity contracts that could be used 
to effect settlement of the obligation [and] 
also ... to rates of return on high-quality fixed- 
income instruments currently available and 
expected to be available during the period to 
maturity of the pension benefits." 

The discount rate therefore should differ 
among companies, to the extent they operate 
in regions with different prevailing interest 
rates and have different workforce demo- 
graphics. In actuality, though, as many 
observers have noted, discount rate assump- 
tions vary significantly more widely among 
companies than underlying differences in 
these variables would jusufy. If the ultimate 
pension benefit payout is linked to compensa- 
tion levels, the assumption regarding salary 
or wage increases also is crucial. In theory, 
this assumption should bear a close correla- 
tion to the discount rate because both reflect, 
at least partly, the expected inflation rate. If 
the discount rate is significantly higher than 
the rate of compensation increases, this may 
well reflect an overly optimistic view by man- 
agement about its ability to contain salary 
and wage cost increases. 

Under the framework of SFAS 87, the PBO 
is the basis for expense recognition-i.e., the 

accounting seeks to spread the total cost 
reflected in the PBO over the working careen 
of the employees earning pension benefits. In 
the pension footnote, the PBO is compared 
with the fair value of plan assets to derive the 
funded status of the plan. (Note: companies 
can use a measurement date up to 90 days 
earlier than the balance sheet date to facili- 
tate preparation of the financial statements. 
This can distort comparisons berween the 
funded status of different companies.) This 
PBO-related funded starus is the best measure 
of a company's pension-related liability or  
surplus, and rherefore is the one upon which 
Standard & Poor's focuses. 

Howeves the ABO, not the PBO, serves as 
the basis for balance-sheet recognition of any 
unfunded liability. Under the rules of SFAS 
87, the relationship of different balance-sheet 
accounts to the underlying economic reality 
of the plan is sometimes tenuous. In the nor- 
mal course of affairs, a company records a 
liability on the balance sheet to the extent 
that its pension expense exceeds its plan cou- 
triburions. To the extent that a company's 
plan contributions exceed its accrued 
expense, the company records a prepaid pen- 
sion asset on the balance sheet. 

Strangely, an asset also can be created as a 
result of benefirs enhancements that increase 
the value of the liability: This intangible asset 
reflects the presumed economic benefit the 
employer derives from the plan improve- 
ment-for example, better labor productivity 
from a happier workforce. From an analyst's 
perspective, the increase in the amount of the 
liability is more prudently interpreted as a 
sunk cost. However, if at the end of a fiscal 
year the fair value of plan assets is less than 
the ABO, the company must record a so- 
called minimum liahility by increasing any 
existing balance sheet liability to the level of 
the unfunded ABO and eliminating any exist- 
ing asset accounrs, with the offset being an 
after-tax charge to equity (which flows 
through "other comprehensive earnings," 
rather than net income). In other words, the 
additional liability is ABO less (the market 
value of plan assets plus already accrued lia- 
bilities less already accrued assets). 

As Table 1 illustrates, this requirement 
means a nominal change in the funding status 
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Under SFAS 8P 

Example 1 

I -Year ended Dec.31- 
(Mil. 5) DM1 ZlW 

Accumulated benefit obligation lM01  8b 1124 

Plan assets 80 80 

Unamorlized prior sewice cost 0 15 

Pension-related assets - - 
Prepaid pension assets 0 0 

Intangible assets 0 15 

Pension-ielaied Iiabiiiry 0 20 

/ Change lo net w o r t  0 151 

A1 war~mlZOO1. the company's pension pian was fully funded relatiw to the ABO. During 2002. the ABO increased by $20 million: $15 
million because of plan amendmentsand $5 miliion beceuseof~riancesfrom amarial assumptions. Thus.at yeawndZOO2,the mmpany 
recorded a liability of $20 million. Offsets: the $15 million of the $20 million increase in the ABOrerultim, from olan amendments oives - .  / rise to a 115million intangibleasset and the balance reducer net with. 

Example 2 

-Year ended Dec. 31- 
(Mil. $1 2m1 Zan 
Accumulated benefit obligationIMO1 100 - 
Plan assets 80 80 

Unamlzed  prior sewice cost 0 - 
Pension-related assets - - 
Prepaid pension assets 0 0 

lntangibie assets 0 0 
Pension-related liability 0 20 

Change in net worlh 0 1201 

In this example, there aiso was a $20 million increase in the ABO. The entire increase results irom amaiial losses. however Thus, net 
nvrlh is reduced by the ehre $20 miliion. 

-Year ended Dec. 31- 
(Mil. $) Z m l  2WZ 

80 Accumulated benefii obligation IABOI 1W 
Plan assets 80 80 
Unamorlized prior service cost 0 0 

Pension-related assets - - 

Prepaid pension asses 0 0 

Intangible assets 0 0 

Pension-related liability 15 20 
Change in net 0 151 
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-Year ended Dec. 31- 
2W1 XM 

Accumulated benefit obligation IABOI 80 

Plan assets 1 M1 
I 

-. 

amonized pior sewice cost 0 0 
=ion-related assets - - 

Prepaid pension assets 30 30 

Intangible assets 0 0 

3ca.w. rrstr -i \ t i  ? 37 ~ l r  t.:ol: "LC 21:e3;3 ,:i ?:C.AC exw:a .noEr SZA? 31 mere s P: ': (?T r3~n???" wtween in" 

I $5.; rrec'?: i:? .i zmc!ne irri."t f l u  :.e%acaire:ac?.i: 0.1 1; 7C7,treAEC rwsa?:r $llC m onloeu.se c' 
a?.? E ?i.e i F rrt-~'-t~.ro~:r:: .i 'e-t.it.w~a~xmst~ '.i,'.m.lal :r. ? . 2 0 ' . : . m ~ . ~  ne:ena! no MCE- 
02s"  r. we :.ill 3 ai!a 8:~3.^1 A Sj: m cn re3 3 arw actP."I .ens ris e m  !"r .yi rei s nc cenjc?'~ncng i-rour nao 
.n s teep a C:.: r 3- -:a72 o,e a%'. .nz 'real-??'n?: 3 na$e ceen lee a-i 

Example 5 

-Year ended Dee. 31- 1 
IMil. St 2001 ZOm 
Ammulared benefit obligation IABO) 80 100 

Plan assets 1DD 99 

Unamortized prior service cost 0 0 

Pension-related assets - - 
Prepaid pnsion assets 30 30 

Intangible assets 0 0 

Pension-related IiabiliN 0 31 

Change in net w R h  0 I31 1 

In this example, the fam are same as in Example 4. Hwwer, apanfrw the increase in the MO, there was a $1 million decrease in the 1 
value of plan asses Thus. the plan was underfunded by $1 million at Oec. 31. ZWZ. relative to theAB0 The company's balance sheet 
mun now shwa $1 million net liabiliiy. the shaidall of plan assets mrnpaied Mth the ABO. Thus, the cmpany must iemrd a $31 million 
liabiiity to ofixt the $30 miliioo piepayment. Had the $30 million prepaid asset been an intangible asset instead. this wwld have been 
wimn ofi against equity. and only a $I million liability w i d  have been iemrded. 'Alt examples ignore tax #ern. 

could result in a huge reduction in equity. 
Analysts must be especially alert to the poten- 
tial for a charge to equity in cases where 
companies have financial covenants tied to 
book equity levels. Yet, although the ABO is 
the crucial benchmark for triggering such a 
charge, companies are not required to dis- 
close the ABO (except, indirectly, if a compa- 
ny has already had to book a minimum 
liability)--only the PBO. 

Incorne-Statement Aspects 
Although the PBO and ABO are subject to 
volatile year-to-year fluctuations, SFAS 87 

~~~ ~- ~ ~ 

was structured to minimize earnings volatil- 
ity. Pension expense consists of a number of 
components, which can be grouped into 
four categories: 

Service cost. This is the value of benefits 
earned by active employees during the peri- 
od. From an analytical perspective, this is 
akin to a normal operating expense; . Interest cost. This results from the "aging" 
of the liability within the present-value 
framework. The discounc rate is applied to 
the PBO at  the beginning of the period. 
From an analytical perspective, this is akin 
to a financing charge; 
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9 Expected return on plan assets. This is 
management's long-range expectation 
about the performance of the investment 
portfolio, rather than the actual return gen- 
erated during the repomng period, based 
on planned asset allocations. Companies 
are given little guidance in the accounting 
literature for setung this assumption, and 
the assumptions used vary widely. From an 
analytical perspective, this is a dubious 
proposition at best. (Imagine if plain vanil- 
la operating earnings were reported based 
on management's long-range expectations.) 
Moreover, as an alternative to being based 
on the fair value of assets a t  the beginning 
of the period, the assumed return rate can 
be applied instead to the market-related 
value of plan assets-i.e., on a basis that 
smoothes out market fluctuations over a 
period of up to five years; and 

= Amorrimtion cost. Any changes in the liabil- 
ity resulting from plan amendments are gen- 
erally amordzed over the expected average 
future service of employees who are active at 
the date of the amendment. In addition, any 
changes in the liability resulting from a d  
experience that is diierent from the assump 
tion-beyond a threshold (i.e., 10% of either 
the PBO or the market-related value of plan 
assets, whichever is larger)- also are amor- 
tized over an extended period. Fxamples 
indude shortfalls in investment performance, 
the effect of unantiapated early retirement 
programs, variances in mortality, and 
changes in the discount rate. From an ana- 
lyrical perspective, these all represent items 
without economic substance: all are losses or 
gains that have already been realized in eco- 
nomic-if not accounting-terms. 
The reliance on expected investment 

returns is the element of SFAS 87 that has 
drawn the harshest criticism of late, as com- 
panies have clung to return assumptions that 
seem aggressive afrer three years of negative 
actual returns. For one thing, although these 
assumptions may be justifiable based on a 
very long-range view, minimum funding 
requirements under the Employee Retirement 
Income Security Act (ERISA) will in some 
instances necessitate substantial funding over 
much a shorter timeframe, barring a dramatic 
rebound in the stock marker. 

Separately, even without making aggressive 
investment return assumptions, some compa- 
nies are reporting sizable net pension credits 
(that is, the expected return on plan assets 
more than offsets the other cosr components), 
generally reflecting the significant overfund- 
ing of their pension plans. Overfunded bene- 
fits plans are a positive factor from a credit 
perspective. Yet, the advantages this provides 
may well be overstated by the credits (given, 
for example, the practical inability of most 
companies to directly reven the surplus), and 
Standard & Poor's takes chis into account 
when arriving at a rating. 

Under SFAS 87, all the cost components 
are aggregated, although from an analytical 
perspective, as mentioned above, the interest 
cosr and investment returns are more appro- 
priately viewed as financing items. In addi- 
tion, the accounting literature contains no 
definitive guidance on how to display the 
pension cost on the income statement, so  it is 
variously classified with cost of goods sold, 
S W A ,  R&D, etc. Companies are noc 
required to disclose how they have allocated 
pension cost among these accounts. 

Cash-Flow Aspects 
The elements of accrual accounting that  
make the balance sheet and income state- 
ment aspects of SFAS 87 problematic d o  not 
have the same effect on the statement of 
cash flows, which reverses noncasb accruals 
and reflects only the cash flows related to 
the pension plan. There is no standardiza- 
tion regarding where pension plan contribu- 
tions should be presented on the statement 
of cash flows, however, nor any requirement 
that these be identified separately. As dis- 
cussed in the related article mentioned 
above, funding that significantly exceeds or 
falls short of the normal period pension cost 
(net of financing costs) is most appropriately 
viewed from an analydcal perspective as a 
financing item, but adjusting for the distor- 
tions that othenvise can result is greatly 
complicated by the lack of better disclosure. 

Ultimately, if a company has a significant 
unfunded pension liability and faces material 
required pension fund contributions, its 
funding position as defined nnder ERISA- 
rather than SFAS 87-is the most relevant 
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analytical consideration. Yet, companies are 
not specifically required by the SEC to dis- 
close their ERISA funding positions or their 
expected future minimum contributions as 
determined under ERISA. Likewise, the con- 
tributions necessary to avoid Pension Benefit 
Guaranty Corp. (PBGC) variable-rate premi- 
ums, even though avoiding these can also be 
a powerful incentive for companies to make 
plan contributions. 

Adjusting Financials for 
Postretirement Liabilities 
Standard & Poor's uses certain financial 
adjustments and ratio definitions ro help 
ensure that ratings on industrial companies 
fully reflect unfunded, defined benefit pen- 
sion and other postretirement obligations, 
including health care obligations, retiree 
lump-sum payment schemes, and other 
forms of deferred compensation, whether 
partially funded or completely unfunded. If 
benefits-relared matters are material, 
Standard & Poor's we will calculate capital- 
ization and cash flow protection measures 
that fully reflect such unfunded benefits 
obligations. Also, in its analysis of prof- 
itability, Standard & Poor's will undo cer- 
tain distortions that result from current 
accounting standards and their application. 

Given the intricacies of benefits-related reg- 
ulations and financial repomng, Standard & 
Poor's must strike a balance between what, 
on one hand, might seem like the most cor- 
rect approach and, on the other hand, what 
is feasible in light of the practical limitations 
of the analytic process. 

In any even& if benefirs obligations consti- 
cute a major rating consideration, ratio analy- 
sis will not substitute for a dose 
consideration of rhe issuer's particular cir- 
cumstances and its benefirs plans. Nore: 
Funding and liquidity considetadons may 
well be much more imponant than the finan- 
cial-statement analysis matters covered here. 

In approaching benefits-related adjustments 
and ratio calculations, the following guiding 
assumptions are made: 

Standard & Poor's treats unfunded pension 
liabilities, health care obligations, and all 
other forms of deferred compensation as 
dehr-like; 

= To simplify the analysis, Srandard & Poor's 
combines all benefits plan assets and liabili- 
ties, netting a company's overfunded plans 
against its underfunded plans. In theory, 
companies with multiple plans can curtail 
over the long term funding of overfunded 
plans and direct contributions to under- 
funded plans. In actuality, there is often lit- 
tle tax incentive to fund certain plans. 
Also, companies have very limited practical 
ability to tap funding surpluses; it is even 
possible for companies to face onerous 
near-term cash contribution requirements 
related to certain plans while ocher plans 
are overfunded. When near-term cash 
requirements are the cennal focus, though, 
ratio analysis is likely to be of secondary 
importance; and 
Srandard & Poor's emphasizes the fullest 
measure of the unfunded liability available. 
Generally, for pensions, this is che so-called 
projected benefit obligation (PBO) under 
U.S. GAAP, which rakes account of the 
value at which the liability ultimately will 
be settled (including the effect of expected 
wage increases if the benefit is tied t o  
employee compensation according to some 
formula) and views the company as  a going 
concern. It should be noted, however, that 
for collectively bargained labor conrracts, 
the PBO dws  not take account of expected 
wage increases beyond the term of the 
existing contract. The PBO is a broader 
measure than the accumulated benefit obli- 
gation (ABO) or vested benefit obligation, 
which instead reflects a shutdown value 
perspective. For postretirement medical lia- 
bilities, the measure equivalent to the pen- 
sion PBO under U.S. GAAP is the 
accumulated postretirement benefit obliga- 
tion (APBO). 

Capital Structure Analysis 
Standard & Poor's emphasizes the following 
as an imporrant measure of capitalization: 
= (total debt + unfunded benefits obligations) 

+ (total debt + unfunded benefits obliga- 
tions + adjusted equity) 
Unfunded benefits obligations are factored 

in as debt equivalents. 
Given the point made above, our benefin- 

adjusted capitalization ratio is based on the 
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unfunded PBO rather than on the amount rec- 
ognized on the balance sheet. There often is a 
subsrandal gap between the two, given the 
accoundng approach of amorrizing the effem 
of variances in investment or actuarial per- 
formance compared with assumpdons, or of 
changes in plan benefits, over an extended peri- 
od. For companies with net underfunded plans, 
Standard & Poor's increases or reduces the bal- 
ance sheet liabdity to equal the unfunded PBO, 
with the offsets to the incremental change in 
the liability being to deferred tax assets (where 
applicable) and equity (see table 2). Any transi- 
tion assets, intangible assets stemming from 
benefits enhancements, or prepaid asset 
amoum are deducted from equity because 
Srandard & Poor's believes such asses lack 
economic substance. 

We factor benefits liabilities in on a n  
after-tax basis, using the marginal t ax  rate, 
in countries where plan contributions---or 
direct payments to retirees or third-party 
insurers-are tax-deductible. This disrio- 
guishes benefits liabilities from debt, repay- 
ment of which does not generate tax credits. 
Again, the emphasis assumes the company is 
a going concern and can pay its taxes. 

If a company is experiencing financial dis- 
tress, the tax benefits related to required 
plan contributions are unlikely to be real- 
ized, and the analyst may then choose to 
exclude a tax benefit from the calculations. 
(In such cases, liquidity-rather than 
capitalization-normally would be t h e  
main area of emphasis in Standard & 
Poor's analysis.) 

Current ~ M c e  cost 60.0 
Interest mst 17% x 2,0001 140.0 
Actuarial adjustments 100.0 
Benefitr paid 13DD.O) 
PBO, end of year 2.0000 

Change in plan assets 
Fair value of plan assets. beginning of year 1.300.0 
Actual return on plan assets ~1DD.01 
Benefitr paid 1300.01 
Fair value of plan assets, end of year 9W.O 

Unfunded PBO l.lDD.O 

Assumiqaoly $803 million of theP1.l billion unfunded accumulated benefitr obligation was recognized on the balance sheet at Dec. 31. 
ZOOX, adjusted debt leverage is computed as follows: 
Adjusted deb8 and Total debt + [I1 - tax rate1 x $1.0 bil. i166.21396 x $1.1 bil.) 
debt-like liabiiities= iunfunded PBOil = $1.733 bil. 

Adjusted equity = Book equity - Ill - tax  rate1 x iunfunded PBO - $600 mil. - 166213% x 
liability already recognized on balance sheet]] ($1.1 bil. - $800 mil.11 = $400 mil. 

Adjusted debt and debt-like $1.733 bil.l($1.733 bil, + 
Iiabilitiesltotal capitalization = $400 mil.) = 81 2% 

This compares with unadjusted $1.0 bil./l$l .O bil. + $503 rnil.1 = 62.5% 
total debt to capitalization of: 

*WCo ma munw whwa beneflti plms ace piefuodedand plan mnliibulmi are tax-dedwlibie Any 8manglble pension aaer  aaounr relallng m 
PIWIOOI ~ N I C ~  mt W M  teelimi~td againnwiv This wouM aim be t a r e f i e c ~ ~  
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"catch-up" contributions to reduce their 
unfunded liabiities. Otherwise, FFO would 
appear depressed as a result of a cash oudlow 
that Standard & Poor's would view as a 
finance item (akin to debt amomzation) rather 
than a cash operating expense. Specifically, as 
shown below, plan contributions rhat are mate- 
rially greater than benefits-related service and 
net interest cost accrued during the period (that 
is, net of actual pension investment returns) 
are added back to FFO. (Note that this adjust- 
ment is capped at zero, given what would oth- 

erwise be the distombg effect of net positive 
cash inflows.) 

Conversely, if the company is funding its 
postretirement obligations at a levei substan- 
tially below its accrued expense, this may be 
interpreted as a form of borrowing rhat  arti- 
ficially bolsters reported cash flow from 
operations. Standard & Poor's also adjusts 
cash flow to normalize for investment return 
performance viewed as nonrecurring in 
nature, whether abnormally high or low (see 
table 31. 

he company used 10% in 200X as its expected retuin on pian assets assum~ion. Plan assets totaled $3.5 billiw at ~ heinning of the 
ear Actual return was 2% ($70 miilionl. 

XUJX income statement (Mil. $1 
2,WO 
- 

200 

1,WO 

All other opemiing expenses 600 

Oper income iaftev O&A! 2W 

120 

80 

Pension expense for XUJX 

Current sewice cost 5D 

300 

Expected return on plan assets (10% x $3.5 b i l l  13501 

Amonization of unrecognized gains or losses 2W 

Net pension expense 200 

The income slatemen1 would be adjusted as foilom: 

As reported Adjusmena Adjusted 

Net saies 2.000 2.000 

Operating expenses 

Pension expense* 200 (1501 50 

D&A 1,000 1,000 

All other operating expenses 600 600 

EBlT 200 350 

lnteren expense 120 230 350 

Pretax income 80 0 

EBIT fixed-charge interest coverage (xi 2001120 = 1.7 3501350 = 1.0 
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Profitability Analysis 
In analyzing profitability (including EBIT- 
DA), as illustrated below, it is appropriate 
to disaggregate the benefits cost compo- 
nents that are combined in financial report- 
ing and eliminate those with no economic 
substance, in accordance with the approach 
of Standard & Poor's Core Earnings frame- 
work. The so-called "service cost"-reflect- 
ing the present value of future benefits 

earned by employees for services rendered 
during the period-is viewed as an operat- 
ing expense, and treated as such. 

The components that represent accounting 
artifacts and stem from the smoothing 
approach of the accounting rules--e.g., 
amortization of variations from previous 
expectations regarding plan benefits, invest- 
ment performance, and actuarial experi- 
ence--are eliminated (consistent with the 

The company used 10% in ZODX as tts expened return on plan assets assumption. Standard & Pow's viem 8% as a more real'c;tic long 
range expected annual rerurn. Plan assets totaled 8.5 billion a! the previous year-end. 

ZBC( income statement (Mil. $1 
Net sales 2.WD 

Operating expenses - 
Pension exoense 700 

Ail other operating expenses 6DD 

Oper income (after D M 1  200 

Interest expense 120 

Pretax iocom 80 

Pension exwnse for ZOOX 

Current service cost 50 

lmeren cost 300 

Expected retern on plan assets 

110% x $3.5 biliioni* 13501 

Amortization of unrecognized gains and losses 200 

Net pension ewense 200 

The income statement would be adjusted as follows: 

As reported Adjvstrnents Adjusted 

Net sales 2,000 2.000 

Operating expenses 

Pension expense 200 70 270 

D&A 1000 1,000 

All other operating expenses 600 600 

EBlT 200 130 

interest exoense 120 120 
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immediate recognition of these unamortized 
amounts in the treatment of capitalization 
discussed above). 

Any increase or decrease in the plan liahili- 
ty resulting from plan benefit changes is rec- 
ognized immediately as an operating 
expensekredit. Interest expense, which is the 
result of the application of the discount rate 
to the PBO to "age" the Iiabiiity with the 
passage of time, is essentially a finance charge 
and is reclassified as such. (As discussed 
above, sensitivity analysis taking account of 
different discount rates is appropriate.) 

The expected return on plan assets also is 
eliminated and replaced by a much more 
meaningful amount: the actual return on plan 
assets during the reporting period. The actual 
return on plan assets is netted against interest 
expense up to the amount of the interest 
expense reported, but not beyond in the case 
of fully funded plans, as the economic bene- 
fits to be derived from such overage are limit- 
ed. If the actual return is negative, though, 
the full amount in excess of interest expense 
is treated as an addition to interest expense 
because, unfortunately, the resulting econom- 
ic detriment to the company is quite tangible 
(see table 4). 

In practice, however, the profitability 
measures that result from the use of this 
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approach can be extremely volatile, with 
benefits-related effects often obscuring oper- 
ating results. For this reason, we view such 
measures as supplementary. Just as i n  other 
aspects of its analysis, we look beyond 
changes considered temporary in nature. In 
approaching its conventional profitability 
ratios, we adjust for the effects of expected 
Investment return assumptions that a r e  sig- 
nificantly higher than the norm, where this 
has a material effect on reported earnings 
(see table 5). 

Moreover, we are alert to cases where com- 
panies have net pension credits that a r e  a 
material source of overall earnings. N e t  pen- 
sion credits generally reflect a healthy benefits 
funding pinure, but such aedirr exaggerate 
the economic advantage to the company of 
this overfunding status and can distort 
period-to-period and peer comparisons. 

At this time, we do not intend to recalcu- 
late its published key industrial and utility 
financial ratios as desctibed here. Because 
most U.S. companies' pension plans were 
fully funded through the laner half of rhe 
1990s, we believe such adjustments would 
not make a substantial difference to t h e  pub- 
lished medians. If, however, current, broadly 
depleted funding levels persist, we wiU 
reassess the basis for statistical data. I 
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Analytical Obsenrations Related To U.S. Pension Obligations 

Summary And Conclusions 
The precipitous decline in worldwide stock markets has reduced defined benefit pension plan assets and caused many 
pension trusts to become underfunded. Moody's is closely watching this development but expects no rating down- 
rnades in the US at thii stage based solely on pension-related issues. However, if equity values continue to decline horn . - 
year-end ZOO2 levels, causLg further deterioration of pension plan assets, there could be significant pressure o n  com- 
panies' cash flows and weakening of their balance sheers and profits. Under such a scenario, the decline in credit qual- 
ity could lead to rating downgrades. 

In its credit analysis of  ensi ion obligations, Moody's places greatest emphasis on assessing the future cash flow 
requirements to fund a company's defined benefit pension plan. Through conversations with company manage- 
ment and our own estimates derived from available information, we seek to assess the range of probable contri- 
butions. When these required contributions appear likely to exceed a company's internal funding capabiliues, or 
could impair the company's ability to make other critical business invesunents, a reassessment of the rating may 
be warranted. 
Statement of Financial Accounting Standards No. 87, as amended by No. 132, (co l le~ve ly  referred to herein as 
SFAS 87) governs pension accounting and disclosure for companies reporting in the US. SFAS 87 incorporates 
various assumptions that can lead to significant variability, year to year, in a company's reported funded status. 
Because these assumptions vary between companies, they can also make comparisons between companies less 
meaningful. In the current economic environment of very low interest rates and weak stock market perfor- 
mance, Moody's is now placing greater emphasis on understandig the economic realities and burden related to 
a company's pension liabilities. 
The  most critical assumptions in pension accounting often relate to the assumed returns on pension assets and 
the discount rate used to assess the present value of future payments. Where assumptions appear unsustainable, 
Moody's analysts may require companies to undertake a sensitivity analysis using different assumptions. 
When assessing the quality of a company's earnings, Moody's continues to adjust reported profits to exclude net 
periodic pension income, if any. In those cases, Moody's considers the best estimate of the operating cost of the 
pension plan to be the service cost component. 
Moody's views underfunded pension liabilities as debt-like and incorporates them into certain adjusted leverage 
measurements as debt equivalents. The  variability caused by changes in market values leads us to conclude that 
we should evaluate adjusted leverage measurements over a period of time. 
Similarly, companies taking large non-cash charges to Other Comprehensive Income (OCD due to the severity 
of their underfunded pensions dramatically affects reported equity and causes large variations in leverage calcu- 
lations. Moody's believes that this accounting treatment is rendering traditional balance sheet leverage analysis 
less meaningful, particularly on a point-in-time basis. However, such adjusunents become very important if they 
endanger compliance with financial covenants. 
I t  is critical to understand how pensions can affect a company's overall credit quality, including minimum future 
funding requirements, alternative strategies available to meet these requirements, implications for labor rela- 
tions, potential risks in maintaining covenant compliance, and potential issues affecting priority of claims. 

a- = -?- Moody's Investors Service Ek?: -- - - 
-== Global Credit Research 
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Introduction 
The funding requirements of defined benefit pension plans, as well as the accounting for them, are complex subjem that 
require the exptise of both actuaries and accountants. Moody's understands that the economic life of a pension plan is long- 
term, while changes in interest rates and return on plan assets can be volatile. Nevertheless, pension liabilities can place simpif- 
ifant pressure on casb flows. Also, net pension liabilities genera& rank equal to unsecured debt in bankruptcy, and therefore 
could dilute the claims of debtholders. For these reasons, Moody's considers pension liabilities to be debt-like, and failure to 
fidly understand the nature of a company's pension obligations can result in an inaccurate assessment of credit risk 

The most readily available information on pension plan performance is disclosed in the notes to financial statements pursu- 
ant to the requirements of SFAS 87. However, thk infbrmation is generally only disclosed am*, and may not be sufficiently 
in for ma ti^. To enrich our undemanding of pension obligations, Mwdy's relies heavily on communication with company 
management, other pension-related filings (e.g., Form 5500), and modeling using alternate assumptions where appropriate. 

Many companies' pension plans were owrfunded in the late 1994 which meant mmpanies were able to enjoy using more 
operating cash flow for inMsdng in growth initiadves. (Conuibutions to o~rfunded plans are not tax deduuible and, in fayr may 
be subpa to an excise %) By the fail of 2002, the capital markets were at their lowest level in five years, and bond yields and 
lnterest rates were aLo at  record 10~5. Consequently, man). plans are now underfunded, and comparua may swn be ruqui~cd to 
conmbutc m h  lnto heir plans to sufy En~ployee Re&rnent Income Secunn. Act of 1974 (ERISA, rrquaneno. 

Some companies are not required to make pension conmbntions a t  this time, but have announced that they will 
be making significant voluntary contributions in the near fume. Sometimes companies make this election to acceler- 
ate a tax deduction or to avoid recognizing a pension liability with a corresponding non-cash charge to equity - 
required by SFAS 87 wben plans are underfunded below certain levels. While such voluntary contribudons may have 
the benefit of protecting against charges to equity and the need to make even larger payments in the future, excessive 
conmbutions could actually limit financial flexibility and be viewed negatively in the rating process. 

This report summarizes Moody's observations about the credit implications of defined benefit pension plan obli- 
gations and the methodology that we use in considering those obligations into our ratings. While on a stand-alone 
basis underfunded pension plans will not drive the rating process, it does raise red flags as to future funding require- 
ments and their potential impact on company cash flow. Moody's rating methodology considers the magnitude and 
timing of these cash requirements. 

This repon does not address defined conuibution pension plans (such as 401(k) plans) and other posuetirement 
employee benefit (OPEB) liabilities. 

Defined Benefit Pension Obligations - Navigating The Funding Requirements 
The funded s t am  of a pension plan can be measured in several different ways. One measure is contained in the finan- 
cial statements of companies sponsoringpension plans pursuant to the requirements of SFAS 87. Pension plans them- 
selves also prepare separate financial statements as required under ERISA, and the funded status using these finanual 
statements and the accompanying notes thereto will most likely differ from that disclosed by the employer under SFAS 
87 due to differences in the assumptions used in making calculations. Last, but cenainly not least, ERISA also has a 
"minimum funding standard for pension plans" and some "additional funding" requirements that require employers to 
make contribudons to their pension plans depending on the funded status as calculated in the Annual ReturrdReport 
of Employee Benefit Plan on Form 5500 (Form 5500). This joint report is filed annually with ERISA, the Internal 
Revenue Service (IRS), and the Pension Benefit Guaranty Corporation (PBGC) for defined benefit pension plans in 
the US. The casb contributions are also subject to a maximum limit under the Internal Revenue Code (IRC). For 
purposes of credit analysis the SFAS 87 and Form 5500 information is the most available and useful. 

Plan S~onsor s Fin P .  ancial Statements 
T h r  funded swtus of a pensron plan as defined by SF.4S 8- IS derlved by cornparing tbe h i r  value of plan assew iR7A) 
to the plan's projected benefit obligstion PBO),  an actuarrally determined liability If the I7'A exceeds the PBO, the 
olan 1s overfunded If the PBO exceeds tbe IT.% the olan is underiunded. Neither tbe R'A nor tbc PBO are rrcordrd , . 
on the face of the financial statements of the plan sponsor, but they are disclosed in the notes to these statemenrs. 

Plan sponsors also have actuaries calculate an accumulated benefit obligation (ABO). Unlike the PBO, the ABO 
excludes any assumption about future compensation increases. However, wben assessing a company as a going con- 
cern it is more appropriate to consider the PBO. SFAS 87 requires that employers compare the ABO to the FVA. To 
the extent that the ABO exceeds the FVA, employers must report the difference as a liability on their balance sheets 
(referred to as the "minimum liability"), often with a corresponding reduction in sharebotders' equity. 

2 Moody's Rating Methodology 
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- Plan sponsors' cash flows are impacted by their pension plans in two ways; (1) ERISA funding requirements and (2) the 
PBGC's "insurance" premiums. 

The  ERISA funding requirement has two components, (1) a minimum contribution amount that represents a 
"smoothed" approximation of the employer's cost of providing pension benefits to its employees, and (2) a catch-up 
additional funding requirement that is mandated when the pension plan's funded status Falls below certain levels. 

While the ERISA and IRC calculations of funded status are similar to those used for SFAS 87, ERISA uses differ- 
ent actuarial tables, models and assumptions. Additionally, ERISA funding requirements are calculated using data as of 
the beginning of the pension plan's fiscal year. For purposes of calculating the minimum contribution, actuaries mea- 
sure the "current liability" (defined by the IRC) and the value of the assets in the pension plan. For the assets, either a 
market value or actuarial value may be used. The  primary difference is that the actuarial value of the assets considers 
recent investment experience and allows some smoothing of the value (versus a fair market value as of one specific 
point in time). If the FVA is greater than the current liability, the plan is overfunded and the employer is prohibited 
from making contributions to the pension plan. If the plan is underfunded, then the rules become complex and the 
emplover must not only make a mlnlmum connibut~on bur also determlne l i l t  has an addluonal funding requrrment.  
T h o  most common ENS.-\ rules affecting the calculatlor~ o i  th~. penslon contribudon are summarized below. 

The  minimum contribution required is generally equal to the "normal cost" for the year, which approximates 
the senice cost (a component of net periodic pension cost) as disclosed under SFAS 87, plus certain adjustments 
related to the amortization of actuarial gains and losses, plan amendments, and credit balances or prior year 
funding deficiencies. Interest for tbe year is also included. A credit balance can exist if the employer has made 
excess contributions over the minimum required contribution in previous years. Credit balances can offset and 
defer cash contributions by the employer. 
To determine whether an additional funding requirement exists, actuaries assess the severity of underfunding. 
Generally, if a plan maintains assets equal to or greater than 90% of the current liability in the current year, n o  
additional funding requirement exists. Further, if the ratio in the current year is in the 80% to 89% range, d 
the ratio was at least 90% in each of the two preceding years, then there is no  current additional funding 
requirement. However, if the plan does not pass this test, referred to as the "gateway percentage", employers 
must make deficit reduction contributions pursuant to a formula prescribed by Section 412 of the IRC. 
Employers can choose to contribute more than the minimum, subject to the ceiling imposed by Section 412 of 
the IRC which establishes the maximum deduction available to employers on their tax return. Any contribution 
that exceeds the maximum is subject to a 10% exase tax, which for all practical purposes precludes such 
contributions. There is no allowable tax deduction if plans are overfunded. 
Sponsors can contribute to their plans in cash, plan sponsor stock (limited to 10% of the fair value of plan 
assets), or other "reasonable" investments such as stock in other companies. 

Tirnina Of Contributions 
Generally, contributions to meet the minimum funding requirements are due within 8% months after the end of the 
plan year. For example, assume a plan's year-end was December 31, 2002. As previously mentioned, actuaries are 
required to calculate the funding requirement as of the beginning of a plan year (i.e., January 1, 2002). Once the 
amount of the 2002 funding is determined, the plan sponsor has until September IS, 2003 to make the contribution 
using an extension. 

Additionally, for plans that have a funded ratio (using the current liability as deiined by ERISA and the IRC) for 
the preceding plan year of less than loo%, ERISA accelerater; the payment requirement to a quarterly basis. In gen- 
eral, these quarterly contributions will he based upon 90% of the amount required to be contributed for the plan year. 

Moody's Rating Methodology 3 
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Established by Title IV of ERISA, the PBGC is a federal agency formed to insure employee benefits in the event a 
pension plan cannot meet its obligations. When an employer sponsoring a pension plan files for bankruptcy under 
Chapter 7 or Chapter 11 of the US Bankruptcy Code, the debtor may seek to terminate any underfunded defined ben- 
efit plans. Therefore, the PBGC, through its insurance program, assumes an unconditional obligation to pay plan par- 
ticipants and beneficiaries lifetime benefits once a plan is terminated. Consequently, the PBGC may have claims 
against the debtor for (1) underfunding (i.e., plan asset insufficiency); and (2) unpaid contributions (i.e., sponsor's fail- 
ure to fund the plan on an ongoing basis prior to termination). For purposes of credit analysis it is important to under- 
stand the potential claim of the PBGC in a bankruptcy filing as it can affect the remvery for other creditors. Generally, 
PBGC claims rank equal to other unsecured creditors, but in some situations can hold a priority claim. 

Under ERISA, sDonsors of tax sualified single-em~lover defined benefit  ensi ion ~ l a n s  must oav fixed annual me- . - . , . , 
miums to the PBGC of $19 for each plan participant. Employers must pay an additional variable premium of $9 for 
each $1,000 of unfunded vested benefits. There is no maximum on the additional variable premium. Thus, depending 
on the severity of a plan's underfunded status and the number of participants, an employe; could be ohligatedto pay a 
significant additional premium. 

Moody's Pension Analysis Methodology 
In this presentation of our methodology, we first explain how we use the SFAS 87 information along with the ERISA 
and IRC funding rules to estimate pension contribution requirements. Then we discuss our methodology for adjust- 
ing the balance sheet (because pension obligations are debt-like) and the income statement (to reverse much of  the 
SFAS 87 smoothing) in our credit analysis. 

m a t i n g  Pension Contribution Requireme- 
Understanding a company's cash flow requirements related to their pension plan is paramount to Moody's analysis. 
However, the cash funding requirements are driven by ERISA and IRC rules and regulations and are actuarially deter- 
mined. Since Moody's analysts usually do not have access to the company's actuaries, Moody's uses an alternative 
methodology that helps analysts flag large future funding requirements and the need for further analysis and discussion 
with management. 

Although imperfect, Moody's methodology begins with the data disclosed in the notes to a plan sponsor's annual 
financial statements. We use this data because it is both readily available and somewhat current compared to the data 
in other publicly available sources. 

The following example demonsuates the steps analysts will take in estimating a range of possible funding require- 
ments based on the SFAS 87 information found in a company's 10-K The data provided is for illusnative purposes only. 

IPension Data (in Millions): 

PBO 
Over (under) funded: 

Funded ratio (FVAIPBO) 

Service Cmt 

Step 1 - Determine the minimum funding requirement using the SFAS 87 senice cost, which will approximate 
the normal cost defined by ERISA and the IRC. In this case this amount would be $19 million for 2003. 
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Step 2 -Determine if an additional funding requirement is possible using the gateway % deasion tree: 

Gateway % Decision Tree 

Additional funding required - 
seein"Step3"table funcling req*rement 

Step 3 - Determine the contribution % required to  be used t o  calculate the additional funding requirement 
using the table below (created using the formula in Section 412 of the IRC): 

8O%loss% ~ar~u~edi lp lanwar-a t least9096fo lephof the lasrwo~yesrr~  
185% 20% (assume preceding yea was < 9036) I 

Step 4 - Calculate the additional funding requirement and the low end of the funding range by multiplying the 
conmbution % obtained in Step 3 by the amount of the funding deficiency. The nun of the senice mst and the addi- 
tional funding requirement, if any, would be the estimated minimum conmbution a pian sponsor would have to make. 
Step 5 -The highest end of the funding range would be if the company elected to fully fund the pension pkn (sub- 
ject to the IRCS maximum deductible amount). Use the PBO-FVA to determine this amount. 

2MU 
&Th-&-v- l; a.m- * -e--m-E DfeSTEcember 7 7  2WW11f,Ia T-etlU77. 

a) C m t  year at 9Wb or more? hlo 
b)CurenyearSO-89%? Yes No 
C) Each ofpas 2 pnz90%? Yes No 
d) AddaioMt funding~quirea? No Yer 

Srep 4: , 
What ir the low end of me range? 

. . . .  S 18 S66@19+S47)  
jstep 5: Whai ,i m e  h~gh end of UlerangeIk.ium,ng full iundmgl? . S‘110~' Se0 
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In tbis illustration, it is assumed that the maximum conmbution (high end of the range) allowed for mx purposes is 
the equivalent of fully funding the plan. As demonstrated, the estimated range for possible funding requirements for 
2003, based upon the December 3 1,2002 SFAS 87 disclosures, could be between $66 million ($19 + $47) and the max- 
imum of $180 million. As discussed earlier in this report under 'liming of Contributions," the actual contribution for 
2003 will not have to be made by the plan sponsor until 2004 (within 8 M months after the end of the plan year). 

However, we s u e s  that the iUustration above only gives analysts an idea of possible conmbution requirements (i.e., 
raises red flags). Analysts will not have the actuarial information and must depend on the company m explain why ERISA 
or the IRC funding might be deferred. For example, if the company has a credit balance carryforward from prior years 
(which is not disclosed in the finanaal statements), it can be used to offset the contribution calculated for the current year. 
Additionally, Form 5500 may provide additional information to an analyst to assist them in undemanding a company's 
funding requirements. 

Form 5500 
Schedule B of Form 5500 must be iiled by the plan sponsor for each of its dehed  benefit plans subject m the mini- 
mum funding standards under E R I S k  The reason we note this is that Schedule B, while somewhat complex due  to 
the many IRC rules, is the schedule by which plan sponsors calculate their funding requiremenrs (cash contributions). 
An enrolled actuary must sign and certify Schedule B. 

W~thout going into great detail, the information that a user can obtain from reviewing Part 1 of Schedule B 
includes: 

Current value of plan assets (fair value at the beginning of the plan year) 
Actuarial value of plan assets for funding purposes; actuarial methods and assumptions used 
Information on the current liability and the expected increase due m benefits accruing during the year 
Conaibutions made by the employer throughout the plan year 
Amortization bases related to plan amendments, changes in actuarial assumptions, and plan experience 
gains or losses 
Charges and credits to the funding account 
Funded status and percentages 
Calculation of contribution necessary to avoid an accumulated funding defiaency 

The information on Schedule B is useful but generally stale. Given that an employer has up to 9% months (due 7 
montbs after end of plan year and can be extended up to 2% montbs) after the end of a plan year to file Form 5500, and 
that all calculations are based upon information at the beginning of the plan year, the information in Schedule B can be 
over 2 1 months old. The other challenge we see in using Form 5500 is that there is one fonn filed foreach plan. Thus, 
anaiyzing the data for a company with multiple plans is not a simple process. 

Discount Rate 
The discount rate assumption has a large effect on reported pension plan funded status as it is used m compute the 
present value of future benefit payments. Lowering the discount rate increases the PBO. In practice, US pension plan 
sponsors often set the discount rate based on the yield of Mwdy's Aa bond index. This establishes a fairly narrow 
range for the discount rate. For example, in 1999,2000, and 2001,74%, 78%. and 86% of all companies in the For- 
tune 500 used discount rates within a 75 basis point range. Differences can be caused by timing, i.e., different fiscal 
year ends, or by the companfs mix of US and foreign pension plans, since foreign plans often use a discount rate con- 
sistent with the cost of issuing debt in those counuies. 

When reviewing a company's pension obligation, Moody's analysts will utilize the company's sensitivity analyses when 
the discount rate is higher than industry averages and there is no apparent reason for the difference. An often-used rule of 
thumb is that a 1 % change in the dismunt rate results in an 8 to 12 % change in the PBO. 

Adjustments To Debt 
As discussed earlier, Moody's views the underfunded amount of the pension plan as debt-like, and thus debt will be 
adjusted to include the difference between the PBO and the FVA when assessing pension adjusted leverage ratios. 
This is broken down into two components. First, SFAS 87 requires companies to record a minimum liability on the 
balance sheet, which is equal to the difference between the ABO and the FVA. The second component would be the 
difference between the PBO and the ABO. Thus, debt will be adjusted as follows: 
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Recorded Debt Per Balance Sheet 
Add. Off-balance sheet l~ab~lit~es (e.g . lease obl~gatlons, guarantees) 
Add: Recorded Minimum Liability (ABO - FVA; see explanatirm below) 
AM: Underfunded PBO in e-ed Mi-0 A m  . .. - 

= Adjusted Debt 1 
As discussed above, if the discount rate is not within a reasonable range, then sensitivity analyses using different 

assumptions should be made to the PBO, which would in turn change the total Adjusted Debt amount. 
When the Minimum Liability is recorded, generally a charge is recorded in OCI, net of tax (assuming there is no 

unrecognized prior service or  transition cost, in which case an intangible asset could be recorded). The  charge will be 
increased by an existing prepaid pension asset or decreased by an existing accrued pension liability. A prepaid asset 
represents the excess of accumulated cash contributions made by a company over the accumulated net periodic pen- 
sion expense, while an accrued pension liability is recorded when the opposite is m e  and the accumulated net periodic 
pension expense exceeds the accumulated cash contributions. 

For example, if during a year a company contributed $10 million in cash to the pension plan and its net periodic 
pension expense was $9 million, the difference of $1 million would create a prepaid pension asset or reduce an accrued 
pension liability. Assume that the market performed poorly and by the end of the year the company's ABO exceeded 
FVA by $5 million. At this point in time, the company would have to record an adjustment to the pension liability 
account of $6 million which, when netted against the $1 million prepaid pension asset, would reflect a net minimum 
pension liability of $5 million on the balance sheet. The  corresponding charge of the $6 million would go to OCI and 
reduce equity (again assuming no unrecognized prior service cost). 

Companies can elect to have a pension valuation date (referred to as the measurement date) that is up to three 
months prior to their year-end. Typically, a company with a calendar year-end will use September 30 as the valuation 
date. This measurement date is when the FVA, ABO and PBO and funded status are determined under SFAS 87. 

When a company records a minimum liability both the liability recorded and the reduction to OCI impact its 
leverage ratios. Therefore, companies should be prepared to discuss with analysts the impact this charge to equity has 
on their debt covenants or if it has any negative effects on a company's operations or cash flows (including rating m g -  
gers). Analysts recognize that the OCI charge is a non-cash charge and can be temporary; thus, analysts may evaluate 
their adjusted leverage ratios over time (e.g., three year average) to take into consideration the swings in equity caused 
by applying SFAS 87. 

Adjusting The Income Statement 

Expected Return On Plan Assets 
Under SFAS 87, the plan sponsor chooses a rate of return on plan assets that it believes is an appropriate long-term 
average return. The  assumed return will reflect the pension plan's investment strategy and risk tolerance as well as  his- 
torical experience to some extent. Influencing asset allocation deasions, in turn, are the age and income level of  the 
plan sponsor's workforce, the historical volatility of the company's earnings and cash flow fie., plan sponsors with 
greater variability of earnings should invest more conservatively than a more stable sponsor), and, possibly, contractual 
limits imposed by the company's collective bargaining agreements. 

The plan sponsor should not justify its choice of an expected return based solely on historical performance. While 
historical investment returns are useful for predicting future results, the expected return on plan assets should take into 
account prosperrive portfolio management dedsions and estimated future investment returns among various asset 
classes. 

When using the expected return on assets in the analysis of future results, analysts must assess the reasonableness 
of the sponsor's return-on-plan-assets assumption. When a company's assumed plan asset returns appear to be t o o  
high, it should provide a sensitivity analysis of its pension expense using a range of lower rates of return. T h e  follow- 
ing may indicate that the company's rate of return assumption is too high: 

The assumed rate of return is more than 200 basis points higher than the discount rate. 
The wmpanfs m e d  rate of return is signifimeh/ higher than the average for other companies in its ind~my. 
The rate of return the company is using in the most recent year, when compared to previous years, 
moved in a direction contrary to its actual investment returns or overall market returns. 

Moody's Rating Methodology 7 
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Adjustmen& To The Income Statement 
- Smoothing techniques and other mechanics of SFAS 87 render the net periodic pension expense less reflective of a 

pension plan's real economic cost. As a result, Moody's analysts adjust the pension expense number to derive a better 
assessment of what the m e  pension costs are to a company. 

The following table reflects Moody's adjusnnents to reported pension costs: 

Reported Under SFAS 87: As Adjusted By Moody's: 
Service C m  Service cmt (no adjurunents) 

Interest Cost interen cm (adjusted only if Moody's disagrees with dimunt rate) 

Amwtization of prior service cost Not used 

Recognized net actuarial gains Nca used 

Amortization of ransition asset Not used - 
= Net periodic pemion cost = Adjusted pemian con 

I 

Service cost represents the present value of projected benefits earned by employees during the year, which Moody+ 
considers to be an operadng cost Interest cost represents a hnandng con - it is the accretion of interest (using the dis- 
count rate) on the PBO. Moody's adjusts interest cost only if we disagree with the discount rate used by the company 

Moody's believes that a company's expected return on plan assets is not relevant in measwing the actual cost related 
to its pension plans. Instead, pension cost should include actual gains or losses on the plan's assets due to changes in 
their market values during the year. However, we limit actual g a k  induded in adjusted pension costs to the amount of 
interest cost, for two reasons. First, in general, plan sponsors cannot utilize the excess assets in a pension plan to satisfy 
non-pension related obligations (and the monetization of overfunded plan assets may give rise to significant tax penal- 
ties). Second, Moody's believes that adjusted pension cost should be no less than the service cost component as this rep- 
resents the amount of benefits attributed to the employees' service in the current year. 

SFAS 87's complexity can be a stumbling block for investors. In many ways, a company's pension pian is similar to an 
off-balance sheet special purpose entity (SPE). Just as an SPE may not be well understood because of a lack of disdo- 
sure, the same may apply to a company'r pension plan. The  lack of disclosure, or lack of understanding of how the plan 
uuly impacts the plan sponsor, becomes an obstacle to insighdul credit analysis 
Moody's supports quarterly reporting and increased disclosure related to pensions in both management's discussion 
and analysis and in the notes to the company's finanaal statements, especially in the case of employes whose plans are 
underfunded or who have multiple plans. Examples of helpful additional disclosures indude: 

Anticipated funding requirements to the pension plan and PBGC 
Separate disclosure of PBO, ABO and FVA between US and non-US defined benefit plans 
Sensitivity analysis for asset renun and discount rate scenarios 
Possible contribution requirements to avoid PBGC variable rate premiums or to avoid recognizing 
minimum liabilities and non-cash charges to equity 
Additional mend information related to historical returns on plan assets 
Invesunent mix 

Other Credit Rating Implications 
Moody's analysts are frequently asked about the credit implications of various alternatives that issuers might elect with 
respect to pension funding. Because of the analytic complexity of pension issues, the rating implications of a speafie 
action for any given company can only be assessed on a case-by-case basis. Nevertheless, the foUowing outlines our 
response to common issues: 

Di scretionarv Excess Contributions 
Complnies commonly accelerate contributions or make discretionary contributions of amounts ranging between the mini- 
mum requirement and the madmum amount deducdble for tax purposes. Reasons for these decisions indude avoiding 
recording minimum liabilities (with corresponding charges m equity in the balance sheet), effiaent use of excess cash balances, 



HECO-R-1611 
DOCKET NO. 04-0 1 13 
PAGE 9 OF 11 

- 
and ensuring that contributions are kept at a lwel tbat avoids the buildup of a severely undafuoded @tion (and the aaoci- 
ated unfavokb~e press coverage risk). ~ w d y ' s  views discretionary wnmbutions fav&abiy, especial$ when companies have 
adequate liquidity and casb Row. The magnitude of such discretionary contributions is likdy to be influenced by tax law and 
E m A  guideliner. Nevertheless, the degree to which a company makes contributions above minimums must be considered 
relative to other cash flow requirements of the busings. Moodfs recognizes that by making dkretionary contributions in the 
current N o d  companies may avoid the necessity of having to make krger minimum funding ~equi~ements in future paid. 
In so doing, companies may preserve or even enhance financial flexibity. While Nth flexibility in future pension funding 
n d  could be v i e d  favorably in the rating proccs, it would be u d d y ,  on its own, to warrant a higher rating outcome. 

In the current low interest rate environment, companies might consider incurring debt to make discretionary conmbu- 
tions to their pension plans. W e ,  as a general rule, discretionary conmbutions can be viewed favorably if they enhance 
future financial flexibility, this viewpoint would likely be tempered if the source of funds for the mnmbution were from 
new borrowings. Done in moderate amounts, such borrowings to fund discretionary pension conmbutions would likely 
be viewed as neutral to the rating - merely exchanging one form of liability for another. If done in larger a m o m ,  
Moody's would assess the degree to which an issuer's tinancial flexibility debt protection measurements, and remaining 
borrowing capacity might be adversely affected. Such implications can only be assessed on a case-bycase basis. One of 
the immediate drawbadrr of borrowing for this purpose is that once casb is wnaibuted to a plan the company relin- 
quishes i t  Arguably, if in the future the plan were to be in an overfunded statur, the company would be able to regain the 
funds m the extent it is not required to make f k h e r  conmbutions, but this will only occur over a period of time. Thus, 
an excessive level of borrowing to fund pension obligations could actually limit b a a l  flexibility. The funded stam of 
a plan is clearly volatile - the difference between the PBO and FVA is viewed as contingent debt Borrowing replaces 
the contingent debt with contractual debt and related interest drarges. Consequently, we believe that while in the m- 
rent economic environment borrowing to fund pension obligations may be appropriate for some companies, it could be 
viewed less favorably for rating purposes if done in large amounts. Companies will need to p&rm a thorough analysis 
to achieve an appropriate balance between theii funding requirement and the amount to be borrowed. 

f Shares To P- 
Companies can conmbute their stock in lieu of cash or combined with casb to meet rhei funding requiremen& as long 
as the fair value of company shares in the plan does not exceed 10% of the fair d u e  of plan assets. Gene* the use 
of shares to fund pension liabilities would be viewed favorably. Indeed, to the extent the d u e  of a company's shares 
appreciate after contribution, this can be a highly effective funding strategy. However, Moody's examines this issue on 
a case-by-case basis, with paldcular focus on the likely future implications for sbareholder enhancement strategies. In 
cemin situations, large pension plan holdings, outstandiig stock options, and other fonns of equity could lead to more 
aggressive share repurchase activity in the future, and would temper the ratings benefit of this funding strategy. 

In c e d  circumstances, companies might elect to seek a defend of even the minimum pension funding requirement 
from the appropriate redatory authority (i.e., ERISA or the PBGC). Generally, Moody4 would view deferral of min- 
imum funGg iequirem>na nigatively fkr rating purposes. Indeed, any company whosicash flows were insuffiaent t~ 
m e t  minimum pension needs would likely already be under rating pressure. Wbile potentially conserving cash, the act 
of deferring pension conmbutions can involve material consequences including the need to notify workforce members 
(which can affect company morale), granting of security to the PBGC, or implications for other borrowing agree- 
mena. In situations where a company finds it necessary to actually defer pension conmbutions, Moody's would gener- 
ally view the deferral as a sign of significant liquidity suess. 

Other Considerations - 

Legislation 
Pension funding pressure has been tempora~ily eased this year by a provision included in the government's stirnu& 
package, the Job Creation and Worker Assistance Act of 2002. The ERISA funding requirements rely on the current 
liability as discussed previously. This liability is calculated using a weighted average 30-year US Treasury Bond yield 
to determine the d i i u n t  rate. That weighted average as of January 1,2003, was 5.1%. Prior to the passage of the 
temporary rules described in the next paragraph, plans could use 10S% of this rate, or 5.36%, to determine their cur- 
rent liability. (We note that this is approximately 1.4% below an estimated 6.75% discount rate some companies may 
use for reporting pension results under G W . )  

Moody's Rating Methodology 9 
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TO illustrate, consider a pension plan with a $1 billion liabmty measured at a 6.75% discount rate for financial &do- 
sure purpases, with $1 billion in plan asses. Using a 5.36% discount rate, the ERISA-based liilbiity could be as much as 
$1.14 billion, in which case the plan would be $140 million underfunded. However, the &nge in the law provided by this 
Act allows pkn sponsors to use 120% of the weighted average Treanvy rate to determine the current liability for 2002 
and 2003. 

This increases the discount rate to 6.12% (1.2 x 5.1%) and lowen the liability m around $1.06 billion. So, using 
our example, this change in the law helped the company lower its ERlSA under fund in^ by $80 million ($1.14 billion 
less 1.06 billion). In th; example, the ccmpany's f i d e d  status is 94% under the moreliberal rules of the Act rather 
than 88% under the old ~ l e s .  Tlus 1s beneficial because, as discussed earlier, ERISAS additional funding requirements 
are unlikely to be triggered if the funded ratio remains above 90%. 

Fvolvino Accountina - Standards 
In October 2002, the FASB and the International Accounting Standards Board (IASB) announced that they were com- 
mitted to converging US and international accounting standards to eliminate or reduce differences between the two, 
producing high-quality global repomng standards supporting the global capid markets. One of the topics identified 
for convergence is accounting for employee benefits. 

The IASB is considering amending the international standard on pensions to eliminate some of the smoothing 
f e a ~ e s ,  such as those found in SFAS 87, and enhancing the quality of reporting by pkn sponsors. The liASB is mn- 
sidering whether to amend SFAS 87. Changes in reporting standards related to accounting for pensions could affect 
Moody's rating methodology. 
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sa imm Ratingsoired 

~ s i o n  Liabilities Latest Red Flag For U.S. Utility Credit Ratings 
Analysts: Rajeev Sham,  New York (1) 212-438-1729: Dimitri Nibs ,  New York (1) 212-438-7807 

On April 15, 2003. Standard 8 Poor's Ratings Services placed ratings of 
various U.S. companies on CreditWatch with negative implications, reflecting 
growing concerns about increased exposure to unfunded post-retirement 
benefit liabilities, including defined benefit pension and retiree medical 
liabilities. Standard 6 Poor's- 
b 

. . . .  . . -~ 
funding levels over the past three years, particularly in 2002. 

Although utility companies were not included in the list of wmpanies placed 
on CreditWatch due to unfunded post-retirement obligations. Standard 8 
Poor's believes that the existing ratings of many utility companies have lost 
some flexibility due to deterioration in benefit-plan funding levels. 

Capturing Pension Expenses in Rates 
Regulated utility companies, unlike industrial wmpanies operating in the 
competitive marketplace, usually have the luxury of collecting pension 
expenses in rates. These expenses are addressed when a utility files a new 
rate case. Among other items factored into rates, the utility assesses the 
level of pension expense that must be collected. If there are no variations in 
the pension expenses determined by the actuaries on an annual basis, then 
a utility's return requirement is not affected. If, however, pension expense as 
determined by the actuaries diiers from the level collected in rates, then one 
of two things may happen: 

If actual pension expense is higher than the amount included in rates, 
then the utility may be required to expense the difference, leading to 
lower net income and thus a lower ROE. However. under this 
scenario, public utility commissions often allow utilities to defer the 
difference between actual pension expense and the amounts 
collected in rates, implying future recovery of these costs; or 
If actual pension expense is less than the amount collected in rates, 
then the utility may be viewed as over-earning. Under this scenario, 
the utility may be required to defer any overcoilections, creating a 
regulatory liability, and return them to ratepayers over time. However, 
unless the utility files for newrates to reflect the pension expense 
overcollection, it would normally hold on to the cash collected under 
the assumption that it must be returned to ratepayers over time. 

Back to TOP 

Higher Pension Expense and Additional Funding 
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Requirements 
U t i l i  companies' benefit-plan funding levels have deteriorated over the past 
year from the decline in the stock market and declining interest rates. A 
pension's annual cost equals the current year's portion of the plan'sove 
obligation minus what the assets earn for the year. The plan's return equ: 
an assumed rate of retum multiplied by the multiyear rolling average valut. rd 
the plan's assets. The higher an assumed retum, the lower overall pension 
costs will be. Conversely, as assumed rates m e  down, costs go up. Many 
cornpanies have been using assumed rates of 10%. Now, the SEC and 
auditors are pressing firms to reduce assumed rates to more realistic levels. 

It is important to fows on how a company's revised assumed retum rate level 
will affect various aspects of a corporation's financial pmfile when assessing 
credit quality. An additional drag on earnings comes from the gap between 
hypothetical and real-world investment results. Eventually, actual and 
assumed plan returns are reconciled through a gain or loss that is rolled into 
the pension cost When the stock market was soaring and plans were 
assuming 10% returns, hefty windfalls resulted. Now the reverse is 
happening. The discount rate for pension obligations is also coming down, 
requiring cornpanies to put aside more money today to cover Mure pension 
payments. Companies estimate their total future pension obligation and 
discount that amount back to present dollars and compare this with assets 
currently available. The balance is the funded status of the plan. As the 
discount rate drops, the current obligation total increases. The net effect o f  
lower assumed returns and discount rates is higher pension expense and 
additional funding requirements. 

Required new contributions to plans affect free cash flows, diverting funds 
othenvise spent on capital spending, debt redudion, or higher dividends. If 
the shortfalls and new funding requirements are significant enough, 
cornpanies could face ratings downgrades. Many companies are 
implementing new funding requirements. Avista Corp.. for example, made a 
$12 million contribution to its pension this year. This will ensure that the 
company's plan is amply funded to cover payouts of about $12 million 
annually. 

It is important to understand the size of the overall pension obligation and 
funding deficit in relation to total debt and cash flows. These measures help 
determine how easily a company can fund the shortfall without a cash flow 
crisis or need for new external capital. Standard 8 Poor's adjusts credit 
ratios, such as debt to total capital and funds from operations (FFO) to total 
debt to reflect pension underfundings. This is because any pension shortfall 
is assumed to be funded with debt, thus affecting the capitalization and FFO 
to total debt and FFO to interest ratios. Therefore, companies facing large 
underfunded pension liabilities are at a significant disadvantage when 
compared with similar cornpanies with better-funded retiree obligations. 

Back to Tor, 

Effects on Cash Flow 
Certain regulators, such as the New York Public Sewice Commission 
(NYPSC), have established policies to allow the difference between pension 
expense and post-retirement benefits collected in rates to be deferred in the 
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form of a regulatory asset. This deferral account will track all undercollections 
and, therefore, net income will not be affected. In addition, the regulatory 
asset provides the utility with a degree of certainty that costs incurred today 
and funded with operating cash flow will be recovered in the future. However, 
from a cash flow perspective, the undercollections fmm ratepayers will 
appear as reductions in operating cash flow. The utility could still file for new 
rates to recover the regulatory asset. Central Hudson Gas 8 Electric Corp., 
for example, has an agreement with the NYPSC to set up a deferral account 
to capture undercollections. The agreement funs fmm July 2001 through 
June 2003, with an option to extend the agreement by two years. Under the 
agreement, Central Hudson cannot raise rates until August 2004. Until then, 
however, the pension and post-retirement undercollections will continue to 
acaue with carrying charges in the deferral account. 

As utility companies face increasing pension liabilities, they may face weaker 
financial protiles resulting from the effect of the method of collecting pension 
expense through rates. Weaker financial profiles may lead to revisions in a 
company's corporate credit rating and outlook. For example, Central Hudson 
Gas 8 Electric's outlook was revised to stable from positive to reflect a 
weaker-than-expected financial profile in light of, among other factors, the 
company's pension undercollection and its result on operating cash flow (i.e. 
cash from operations afler changes in working capital). 

For companies operating under long-tern plans, or for companies that do not 
plan to file rate cases soon, the inability to collect the appropriate amount of 
pension expense in rates may lead to diminished credii-protection measures. 
While ROES may appear unaffected, cash flow may suffer. However, while 
filing for a new rate case may be tempting, utilities must balance cash flow 
needs against the additional scrutiny that is often involved in full-fledged rate 
cases. As a result, utilities may decide to weather the current pension 
environment as long as they can. 

When pension expenses and post-retirement benefits increase to amounts 
greater than what is captured in rates, utilities will end up expensing these 
undercollections from ratepayers. In contrast, in the case of pension expense 
overcollection, cash flow could appear to increase. Although increased cash 
flow is a positive development, more oflen than not, in today's environment 
utility companies are undercollecting pension expense. The concern in these 
situations is not the undercollection per se, but the need to make material 
and consisfent cash contributions to the pension fund assets. These cash 
flow contributions, which are not recovered in rates, may divert cash flow 
intended for other purposes, necessitating borrowing to meet obligations 
expected to be paid through operating cash flows. For utilities with 
substantial capital spending needs, the problem may be compounded, 
leading to higher debt leverage and weakening financial profiles. Under this 
scenario, the utility companies have little meaningful recourse with the 
regulators. 

Under all circumstances. Standard 8 Poor's computes the adjusted ratios 
mentioned above, especially total debt to total capital and FFO to total debt 
However, Standard & Poor's probes further to determine if utilities face 
material cash pension contributions that may affect their ongoing cash 
generating capacky and may lead to weakening credit-protection measures 
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In addition, information about the companies' benefit plans and fundiiig 
- 

strategies, as well as the degree of conservatism used in measuring benefit 
plan liabilities for financial reporting purposes and management's strategies 
for containing benefit costs will be assessed when reviewing a company'- 
existing rating. 

Because pension accounting conventions smooth results, the underfunding 
problems at utility companies will persist beyond this year. Profits for many 
utilities will come under pressure as income from formerly overfunded 
pension plans falls off. Large funding deficits are negative factors for credit 
quality. Standard 8 Poor's will continue to analyze the st~ctural nature of the 
pension shortfall time frame and the period over which it must be funded to 
fully assess the effecl on a utility's credit rating. 

Back to Toe 

Published by Standard 8 Pwfs, a Division of The McGraw-Hill Companies, Im. EXwJtiVe 
offices: 1221 Avenue of the Americas. New Yoh. NY 10020. Editorial of-: 55 Water 
Street. New York. NY 10M1. Subscriber services: (1) 212-428-7280, Copyright 2003 by The 
McGraw-Hill Companies, Inc. Reproduction in whole or in part prohibited except by 
permission. All right5 reserved. Information has been obtained by Standard 8 P d s  fmm 
sources believedto be reliable. However, because of the possibility of human or mechanical 
error by our sources, Standard 8 P w h  or others, Standard 8 P W s  does not guarantee the 
accuraiy, adequacy, or completeness of any information and is not responsible for any 
errors or omissions or the resun obtained from the use of soch informath. Ratings are 
statements of opinion, not statements of fact or recommendations to buy, hold, or sell any 
securities. 
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GIO~SI credit Research 
Rating Acuon 

3 FEB 2M)3 

Rating Action: 

MOODY'S REPORTS: U.S. PENSION OBUGATiONS MAY INCREASE PRESSURE ON CREDIT RATINGS 

New York. Februaw 03.2003 - Low interest rates acmmoanied bv a mntinuina dmo in U.S. defined benefit 
penson plan asse<mlws due lo stock ma- declines are mnc&mng penslonktnd~'ng requlremenb and 
muld pressure U S mmpany cash Rows to a poont where downQrades are necessary, says M O W S  
lnvestws S m c e  However, no ranng downgrades based solely on pensamelated  sues are expe3ed at 
ma time 

Moody's says that the current economic enwmnment and underfunded status of many defined beneflt 
pension plans demand increased sautiny of a mmpanfs pension l i ab i l i i  and msts, and W i n g  
requirements. Spedficaliy, understanding a mmpany's wmmt and Mum cash mnlributbns to these plans is 
key to Moody's analysis. 

"Moody's pplas its greatest emphasis on assessing future cash Row requirements needed to fund 
mmpanies' defined beneflt pension plans,'says Moody's Senior Vice President Steve Oman in a new r a w  
memodology report on pension obligations. When required mntributiow appear likely to excaed a 
mmpany's intemal fuMting capabiliies, or muld impair the mmpany's abilii to make dlical business 
investments, a reassessment ofthe rating may be warranted.' 

Moody's notes that pension d i r e  for U.S. mmpanies under Statement of Fmncial Standards (SFAS) 
No. 87, as amended by SFAS No. 132, inmrporales various assumptions that can lead to signikant 
variabilily, year to year, in a mmpany's funded status. SFAS 87 aiso mntains other smooming mechanism 
mat delay immediate mxgnitbn of changes in the value of a p(an's net assets or l i a b a i  and syS-l& 
recognizes these changes over time. 

Whib short-term volami is prevented. lhz smocthrng mechanisms prevent users of financial infomatan 
hum understanding lhz plan sponsor's true assets. I iab i l i i ,  and msts related to hs defined benem P8rSi-m 
plans.'says w s  V I  PresidenVSdor e u n t i n g  Anayst Gregory D. Clifton. 

When assessing the qualii of a mmpanfs earnings. Meows mntinues to adjust reported p i u f ~ I ~  to exdude 
net ~ericdic penvon i m ,  if any. AdditbnaUy. Moody's mnsioers me best estimate of the operating msl of 
the pen*w, plan to be G-ie servica mst mmponent 

Moody's views untkafunded pension liabiliis as debt-like and incorporates them into mrtain adjusted 
leverage measurements as debt equivalents. Net pension liibililias generally rank equal to ~sacured debt in 
bankruptcy, and the& could dilute Um daims of existing debt holders. 

'It b aifical to undsrrtand haw aensians can affed a mmaaMs overall credit oualii. indudim minimum - -  - - -  --.- -. - - . .- - . -- ~ r . ~ ~ ,  . - - - - - -  ~ - - ~  ~,. ~ - -  

Mum funding requirements, abmatrve sbategies available lo meet mesa requirements, i m p l b s  tor 
labor mlabons, potenW risks in maintaining mvemnt mmpliance, and potendal issues affecting priotiihl of 
daims; says Chtton. Wik on a sland-alone b&s an underfunded status will not drive the rabng pmoess, it 
does raise red flags as to future funding requirements and their potential impact on oompany cash flow.' 

NOTE TO JOURNALISTS: For m r e  intonation, pkase mntad New York Press lnfomatkm +1-212-555 
0376: London Press InformaGan +44-20-7772-5454: David Fmhriap in Paris +32-1-533&1062: Juan Pabb 
Soriano in Madrid +34-91-310-1454: Michael Buneman in Milan +390286337-470: Juemen f3erblinser in 
Franldun +49-69-707-30700: Tokyo Press lniormabon +81-554084110. Hllary Parkes 6 Tomnto +?-416 
214-1635. Lonalne Yeem Hong Kong +852-29161112. Chnsbana Aguw In Sao Pa& +5511-3443-7444, 
Benlto Soils In Meam Cny +525-251-8784 or nsd our web& at www moodys.mm 

New York 
Gregory D. C l i n  
VP - SWmr Acmunting Analyst 

hnp://www.moo~.wm/moodys/~~~t/researchhaby1onR&ase/Rating%2OA~ti0n/n0n~at . 7 1 2 W 5  
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ALL INFORMATION CONTAINED HEREIN IS  PROTKlEO BY COPYRlGM LAW AND NONE OF SUCH INFORMATION MAY BE 
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TPANSMIlTED, TPANSFERRED. DISSEMINATED, 
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Hawaiian Electric Company, Inc. 

Corporate Credit Rating 

Business Profile 

1 2 3 4 g 6 7 8 9  

Financial policy: 
Moderate 

Debt maturities: 
Hawaiian Electric Co. Inc. has no maturing long-ten debt until 2012. Scheduled 
maturities are $57.5 million in 2012, $11.4 million in 2014, and $50 million In 2018. 
Remaining maturities of $636.5 million occur in 2020 and beyond. 
Hawaiian Electric Industries lnc. (parent company of Hawaiian Electric Co.) has 
scheduled maturities of long-term debt of $37 million in 2005, $110 million in 2006, $10 
million in 2007 and $50 million in 2008. Remaining maturities of $207 million occur in 
2011 and beyond. 

Outstanding Rating(s) 
Hawaiian Electric Company, Inc. 
Sr unsecd debt ' 

~oca l  currency 
GP 
Local currency 
Pfd stk 
Local wtrency 
Hawaiian Electric Industries lnc. 
Corporate Credit Rating 
Sr unsecd debt 
Local wrrency 
CP 
Local cunency 
Pfd stk 
Local wrrency 
American Savings Bank, FSB, Honolulu HI 
Corporate Credit Rating 
Certifmte Of Deposit 
Local wrrency 
Hawaii Electric Light Company, Inc. 
Corporate Credit Rating 
Sr unsecd debt 
Local currency 

EBB+ 

A-2 

BBB- 

BBBINegalivelA-2 

BBB 

A-2 

BB+ 

BBBIStablelA-3 

EBB-IA-3 

BBB+/Negativel- 

EBB+ 
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Hawaiian Wccuic Company, Inc. 

Maui Electric Company, Ltd. 
Corporate Credit Rating 
Sr unsecd debt 
Local currency 
ASB Realty Cop. 
Pfd stk 
Local currency 

Corporate Credit Rating History 
Nov. 16.1990 
Feb. 9,1993 

Major Rating Factors 

Strengths: 

Generally responsive regulatory climate with an excellent fuel clause, 
Limited competitive threats due to the lack of interconnections and wheeling 
capability, 

r Cultivation of strong customer relationshlps, with emphasis on the military, 
r Little asset concentration risk, and 

Exemption from acid rain provisions of the Clean Air Act. 

Weaknesses: 

r Dependence on a supportive rate decision to strengthen financial condition. 
An undiversified economy, heavily reliant on the federal government, military. and 
tourism, which can be significantly affected by world events, 
Large purchased-power obligations, . Dependenceon imported fuel 011, 
High electric rates, 

r Parent's ownership of somewhat riskier banking operations, and 
r Subpar financial metrici. 

Rationale 
The ratings on Hawaiian Electric Co. Inc. are based on the consolidated credit proflie of 
Hawaiian Electric Industries lnc. (HEI), which includes Hawaiian Electric's utility 
operations and its two island utility subsidiaries (81% of core revenues and 64% of 
operating income as of Dec. 31.2004) and the riskier financial services operations of 
American Savings Bank FSB, which contributed 19% of core revenues and 39% of 
operating income as of Dec. 31, 2004. Standard 8 Poor's does not accord any credit uplifl 
to ASB as a result of its affiliation with HEI. 

HE13 consolidated financial condition has declined despite the stmng Hawall economy 
and the company's efforts in recent years to strengthen its capital structure. Consolidated 
financiai metrics have been ~ressured owino to the lona-term lack of rate relief and risirn 
operating expenses. ~ b s e n i a  supportive raie decision h Hawaiian Electric's pending rGe 
case, prospective key financiai metrics may not support a financial profile that is 
commensurate with the current ratings. 

HEi and Hawaiian Electric have satisfactory business pmfiies of '6' and '5', respectively, 
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(business profiles are ranked from 'I' (strong) to '10' (weak)) and weak financial 
measures. HEi's business position is characterized by limited competitive threats due to 
the utility's geographic isolation, nominal stranded-asset risk, an excellent fuel clause, 
and steady banking operations. American Savings Bank's consistent earnings are driven 
by net interest income from Its low-cost deposit funding and low-risk earning-asset base. 
These strengths are tempered by Hawaii's undiversiiied economy, dependence on fuel 
oil, significant purchased-power obligations, and support of the somewhat riskier banking 
businesses. Hawaiian Electric is spared the competitive threat of wholesale competition. 
but its market share for direct kilowatt-hour sales could contract over time because of 
inroads from demand-side management (currently recovered through a surcharge on 
customer bills), competitive bidding, and nonutility generators, including distributed 
generation. Hawaiian Electric's business profile is slightly stronger than that of the parent 
due to the absence of nonutiiity operations. 

A responsive rate order from the Hawaii Public Utilities Commission with regard to 
Hawaiian Electric's pending rate case for a $98.6 million (9.9%) gross rate hike is crucial 
to help iift the company's key financial measures to more appropriate levels forthe 
ratings. Although there are no time restrictions for the commission to issue a final order, 
an interim decision is expected by the fourth quarter of 2005. Rate relief is needed to 
recover the costs of reliability investments made since 1995, which have included a 
number of transmission upgrades, the costs associated with an additional 29 MW of firm 
capacity from a purchased-power contract, a new fuel oil pipeline, and energy efficiency 
and conservation programs. 

Hawaii's economy has been growing modestly during the past several years and is 
expected to grow by 3.1% after idation in 2005 and 2.7% in 2006. Military and federal 
government spending remains strona as the U.S. De~artment of Defense has moved 
military assets to ~awaii. The visitorindustry is also a significant component of the Hawaii 
economy. second only to the federal government. In 2004. visitor days exceeded 2003 by 
7% and tk record set in 2000 by 2%. Domestic arrivals were well above record levels set 
in 2000 and international arrivals are starting to increase as the Japanese economy has 
improved. Strength in key nontourism sectors. particularly reai estate and the growing 
military commitment, mupled with low interest rates, have resulted in sdid construction 
and reai estate sales activity although future growth in real estate may slow with rising 
interest rates. Hawaii's ewnomlc growth is expected to be tied primariiy to the rate of 
expansion in the mainland U.S. and Japan economies and increased military spending. 
yet remains vulnerable to uncertainties in the world's geopolitical environment. 

Internal cash covered nearly 70% of HEl's consolidated capital program In 2004. 
Assuming no new unplanned capacity additions, which may eventually be necessary to 
meet load growth on Oahu, internally generated funds should satisfy the bulk of 
construction expendiiures for the next five years. Prospective construction outlays will 
focus predominantly on additions and improvements to transmission facilities and, to a 
lesser extent, on generation projects as well as energy solutions and customer-choice 
technologies. 

HEl's bondholder protection metrics are subpar for the current ratings. Although total debt 
to capital (adjusted for off-balancesheet obligations, such as purchased-power contracts, 
and Hawaiian Electric's $50 million trust-originated preferred securities) declined to 
roughly 56% as of Dec. 31,2004 from about 58% at the end of2003, it is still liberal fora 
mid 'BBB' rating. Adjusted funds from operations (FFO) interest coverage is only 3.1x, 
which is at the lower end of the 'BBB' category benchmark. Adjusted FFO to total debt is 
just 16.1%, which is commensurate with noninvestment-grade guideposts. However, with 
rate relief, tight costcontrols, improved earnings from continued expansion of Hawaii's 
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economy, and HEl's other credit supportive actions, the company's overall financial 
condition should improve. 

Hawaiian Electric's standalone financial condition is stronger than that of the parent with 
total debt to total capital at about 52%, including its hybrid prefened securities and 
adjustments for purchased-power contracts. Although the utility's adjusted FFO interest 
coverage is suitable for current ratings at about 3.8x, adjusted FFO to total debt is weak 
somewhat at approximately 20%. 

In most circumstances. Standard & Poor's will not rate the debt of a wholly owned 
subsidiary higher than the rating of the parent. However, exceptions can be made on the 
basis of structural protections andlor regulatory insulation, assuming the entity has a 
financial profile that supports a higher rating. In Hawaiian Electric'scase, Standard & 
Poor's believes that there are adequate insulating conditions in Hawaii's statutoty and 
reguiatoty framewok, including orders issued by the Hawaii Public Utilities Commission 
(PUC) regarding the formation of the HE1 holding company structure, to separate the 
corporate credit ratings of HE1 and Hawaiian Uectric by one notch. 

Short-term credit factors 
The short-term corporate credit and commercial paper ratings on HE1 and Hawaiian 
Electric are 'A-2', incorporating solid liquidity and the ability to internally fund the bulk of 
dividends and capital expenditures in nearby years. HE1 faces a manageable maturity 
schedule, with 537 million due in 2005, the bulk of which matures in December. Hawaiian 
Electric has no maturing long-term debt until 2012. As of March 31,2005, HEi had 514 
million of cash and cash equivalents (excluding American Savings Bank's cash and cash 
equivalents). HE1 and Hawaiian Electric had bank lines totaling 580 million and $140 
million. respectively, at the end of March 2005. 

Covenants in HEl's and Hawaiian Electric's lines require Hawaiian Electric t o  maintain a 
consolidated eouitv caoitalization ratio (exclusive of short-term debt) of at least 35%. As 
of March 31, 2605: ~awaiian Electric's consolidated common equiti to capitalization ratio 
was 56%. Certain HE1 lines of credit totaling 520 million and $45 million require the 
company to maintain a consolidated net worn, exclusive of intang~ble assets. of at least 
590C million and 5850 million. reswctivelv, which at the end of March 2005 was $1.1 - ,  
billion. The line of credit agreements do nbt contain interest coverage ratio requirements. 
None of HEl's or Hawaiian Uedri's iines contains material adverse change clauses or 
rating triggers that affect access to the facilities. 

Consoiidated capital outlays are expected to dedine to about $193 million in 2005 fmm 
around 5215 million in 2004. Roughly 75% of the 2005 construction program is expected 
to be intemaily funded. importantly, ongoing growth in the Hawaii ewnomy should allow 
the electric utility to generate relatively &ablecash flows and the bank to maintain normal 
cash dividend levels (50% of its earnings) while still suppotting its own business growth. 

HEi has 5150 million of debt capacity remaining under a Rule 41 5 shelf registration. As of 
March 31,2005, proceeds of approximately 511 miliion from a previous sale of special 
purpose revenue bonds issued by the State of Hawaii's Department of Budget and 
Finance for the benefit of Hawaiian Electric remained undrawn. 

Outlook 
The negative outlook on Hawaiian Eledric mirrors that of parent H€i and reflects its 
declining consolidated financial performance. Failure to strengthen key financial 
parameters, especially cash flow coverage of debt, a slump in the Hawaii economy, a 
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punitive rate order, andlor an erosion in American Savings Bank's creditworthiness couid 
lead to lower ratings. Conversely, credit supportive actions by the company as Well as 
responsive rate treatment that would enable the company to produce consolidated FFO 
to total debt in the lower to mid-20% range would lead to ratings stability. 

Accountina 
HE1 reports financial statements in awrdance with U.S. GAAP. Recently adopted or 
oendina adontion of new accauntina standards did not nor are exDected to have a 
material effect on the company's financial statements. importantl;, there was no material 
weakness identified by the management in its internal control over financial reporting as 
of Dec. 31,2004, under Section 404 of the Sarbanes-Oxley Act. 

A few of the independent power producers (IPPs) that supply power to Hawaiian Electric 
have declined to provide the information necessary for the company to determine the 
applicability of FIN 46R related to the consolidation of variable interest entities (VIES). 
Hence, Hawaiian Electric was unable to apply FIN 46R to these IPPs. The company's 
other lPPs are either not VIES or outside the purview of FIN 46R. 

Standard & Poor's has made certain analytical adjustments to HEl's repcried financial 
information to reflect off-balance-sheet obligatloni (OBS), such as purchased power 
commitments and operating leases, when calculating its adjusted financial ratios. 

As of Dec. 31,2004, Hawaiian Electric had purchased power arrangements for 529.6 MW 
of firm capacity. To analyze the financial impact of purchased power contracts. Standard 
& Poor's employs the following methodology: the net present value of future annual 
caoacitv oavments (discounted at 10%) reoresents a ootential debt eauivalent--the OBS . .  . 
obligation that a utilky incurs when it eite& into an iniermediate- to loilg-term purchased 
power agreement. Standard & Poor's adds to the balancs sheet only a pwtion of this 
amount,recognizing that such contractual arrangements are not entirely the equivalent of 
debt. The oercentaoe that is added (the risk factor) is a function of Standard & Poor's 
qualitative'analysis>f the specific cdntracts and thk extent to which market, operating, 
and regulatory risks are borne by the utility. Standard & P o o h  has assigned a risk factor 
of 30% to the company's takeand-pay contracts, which translates into a debt equivalent 
of $290.9 million. 

The present value of the company's operating leases is determined using a 6% diswunt 
rate and is treated as a debt equivalent. Operating lease interest expense and 
depreciation expense are also computed. The amounts relating to operating leases that 
were included in HEl's adiusted ratios for 2004 were 859.8 million for OBS debt. $3.6 
million for imputed interest, and $15.4 million for depriciation. 

Standard & Poor's also makes an analytical adjustment for allowance for funds used 
during construction (AFUDC) charges capitai id by the company and treats the charges 
as a Dart of operatino exoenses. The AFUDC chame is backed out to arrive at cash Rows 
from bperatians. Adjustments for AFUDC debt an lqu i t y  in 2004 were nominal at about 
$2.5 million and $5.8 million. respectively. 

-Average of past three fiscal years- 
.. .. . . . . . . . . . . .. . .. , ., , . , . . . . . . . .. . . . . . : . , .. . . . . . , 

HEp2C Portland General. El P ~ F O  ' PNM 

tndustries Ins. Electric Go. . Elactric Co. Resources 
Inc. 
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~ , ~ .  ~ 

. . . . . . . . . . . . . . .  . . . . . . . .  , ... :.* .......................... . . . . . . . . . . . . . . . . . . . .  
Funds from 
oper. (FFO) 270.1 296.3 146.5 2662 

. . . . . . . .  . ~ . ~ .  
Capital 
expenditures 167.7i 

Common 
euuihr 1.115.4 

coverage (x) ! i 
.-". - . .  ...... .................... ............................... 

Adl.FF0 i 

FFOlavg. 
total debt 

i (%) 
. . . . . . . . . . . . . . . . . . . . . . .  .- ....... * ,-,. .......... 
Net cash 

. . . . . . .  
Table 2 Hawaiian Electric Industries lnc. Financial Summary 

. . . . . .  . . .  
-Years ended Dee. 31- 

. . . . . . .  

. . 
Sates 1,924.1 1,781.3 1,653.7 1,727.3 1732.3 
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INTRODUCTION 

Please state your name and business address. 

My name is Lon K. Okada and my business address is 900 Richards Street, 

Honolulu, Hawaii. 

Have you previously testified in these proceedings? 

Yes, I submitted written direct testimony, exhibits and supporting workpapers as 

HECO T-17. 

What is the scope of your rebuttal testimony? 

My rebuttal testimony will cover revisions to my original 2005 test year estimates. 

It will also cover the Company's rebuttal to the Consumer Advocate's ("CAW) 

testimony CA-T-2 and the Department of Defense's ("DOD") testimony DOD-T- 

1 in the areas of taxes other than income taxes, income tax expense and 

accumulated deferred income taxes. 

HECO REBUTTAL POSITION 

What revisions have you made to the 2005 test year estimates presented in your 

direct testimony? 

My rebuttal testimony presents revised estimates in the following areas: 

1) Taxes Other Than Income Taxes-The Company's estimate of taxes 

other than income taxes was revised due to a) an updated FICA tax as a 

percentage of total wages, b) an updated SUTA tax rate and c) changes in 

revenue taxes which were revised for test year estimates of revenues at 

present and proposed rates. 

2) Income taxes-The Company's estimate of income taxes for the test year 

was revised due to a) revisions in the test year estimates of revenues and 
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expenses at present and proposed rates, b) revisions to the interest 

expense adjustment for changes in the cost of debt securities and the 

AFUDC adjustment and c) revisions to the State ITC amortization 

estimate. 

3) Unamortized Investment Tax Credits-The Company revised its estimate 

of the Hawaii Capital Goods Excise Tax Credit to reflect changes to the 

2005 test year estimate of plant additions. 

4) Accumulated Deferred Income Taxes-The Company revised its estimate 

of deferred taxes to reflect recorded balances as of December 31,2004 

and to reflect changes in the 2005 test year estimates affecting deferred 

taxes. In addition, certain deferred income tax accounts were excluded in 

rebuttal pursuant to the inquiry and response to DOD-IR-4-4. 

5) SFAS 109 Regulatory Assets and Liabilities-The Company revised its 

estimate of net SFAS 109 Regulatory Asset balance to reflect recorded 

balances as of December 31,2004. 

AREAS OF AGREEMENT 

In what areas of your direct testimony are the CA and DOD in agreement with 

the Company? 

We agree on the following items or issues: 

1) The methodology and rates used in calculating taxes other than income 

taxes, 

2) The methodology and rates used in calculating income taxes, 

3) The methodology and rates used to calculate tax credit estimates, and 

4) The methodology and rates used in calculating the SFAS 109 net 
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regulatory asset and deferred income taxes. 

MAJOR DIFFERENCES 

What are the major differences between the Company and the CA and DOD in 

the areas of your testimony? 

The only major difference is with the DOD in its proposal to use "interest 

synchronization" methodology for calculating the interest expense adjustment in 

the income tax calculation. 

TAXES OTHER THAN INCOME TAXES 

What is the Company's revised estimate of 2005 test year taxes other than 

income taxes? 

Under present rates, the revised 2005 test year estimate of taxes other than 

income taxes is $1 13,917,000. Under proposed rates, the revised 2005 test year 

estimate of taxes other than income taxes is $1 19,498,000. See HECO-R-1701. 

Why has the Company revised its estimate of 2005 test year taxes other than 

income taxes? 

HECO has revised its estimate due to a change in payroll tax expense for the test 

year and to reflect revisions to the estimated revenues for the test year. 

What is the revised payroll tax estimate for the 2005 test year? 

The revised 2005 test year estimate for payroll taxes is $5,513,000, which 

represents a $258,000 decrease fiom direct testimony. The decrease is primarily 

attributable to a correction of the SUTA tax rate to 0% for the test year, 

eliminating $202,000 of payroll taxes. This correction was noted and described 

in my direct testimony on page 4 of HECO-T-17. Both the CA and the DOD 
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agree with this adjustment. The remaining decrease is for a net reduction of 

FICA and FUTA taxes due to a net reduction in estimated labor costs. This net 

reduction is comprised of 1) the removal of labor related to the DSM program, as 

described in HECO-RT-10,2) the increase in labor costs related to the 

reorganization of the energy services organization, as described in HECO-RT-10 

and 3) a reduction of labor costs due to the Standard Labor Rate Adustment, as 

described in HECO-RT-13. 

Why does the revised payroll tax expense differ from the CA's estimate at CA- 

T-2? 

Although the methodology is identical, HECO's estimate is $37,000 less than the 

CA's estimate, which does not include the reduction in payroll tax expense 

related to the HECO adjustments to remove DSM labor costs and to account for 

increase in labor costs related to the energy services reorganization, as mentioned 

above. The CA made separate payroll tax expense adjustments related to its 

proposed labor cost adjustments, which are addressed in HECO RT-16. 

Why does the revised payroll tax expense differ from the DOD's estimate at 

DOD-T-1 ? 

Although the methodology is identical, HECO's payroll tax expense is $140,000 

more than the DOD's estimate due primarily to differences in the estimates of 

average test year employees. 

Why did the estimated 2005 test year revenues change? 

Changes to test year revenues are covered in HECO-RT-3. 

What is the difference between HECO's revised estimate of revenue taxes and 

the CA's and DOD's estimates? 

The Company's revised estimate of $108,404,000 at present rates is less than the 
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CA's estimate by $2,626,000 and less than the DOD's estimate by $2,638,000. 

The Company's revised estimate of $1 13,985,000 at proposed rates is greater 

than the CA's estimate by $870,000 and greater than the DOD's estimate by 

$1,232,000. 

Why is there a difference between the Company's and the CA'slDOD's 

estimates of test year revenue taxes? 

The difference between the HECO's estimate of revenue taxes and the 

CA'slDOD's estimates is primarily attributable to differences in the estimated 

gross revenue base used to calculate revenue taxes. 

INCOME TAXES 

What are the Company's revised 2005 test year estimates of income tax expense 

at present and proposed rates? 

Under present rates, the revised 2005 test year estimate of income tax expense is 

$21,207,000. Under proposed rates, the revised 2005 test year estimate of 

income tax expense is $43,539,000. See HECO-R-1702. 

Why did the Company revise its estimate of income tax expense for the test 

year? 

HECO revised its estimate of 2000 test year income tax expense to reflect 

changes in the estimated revenues and expenses used to determine operating 

income before taxes as discussed by the various witnesses. The Company also 

revised its estimate of interest expense, which is used in the calculation of 

income tax expense. In addition, the adjustment to income tax expense for the 

amortization of state ITC has been revised. 

Why did the HECO revise its estimate of interest expense? 
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A. The Company revised its estimate of interest expense to reflect changes in the 

estimated cost of debt securities as discussed in HECO RT-21. 

Q. What is the CA's position on the interest expense adjustment in the income tax 

calculation? 

A. The CA has adopted HECO's interest expense estimate used in rebuttal, and 

consequently, there is no difference between the Company and CA's interest 

expense estimate. The calculation is consistent with prior PUC rulings in 

HECO test year 1995 Docket No.7766, D & 0. No.14412 issued on December 

11,1995, and HELCO test year 2000 Docket No. 99-0207, D & 0. No 18365 

issued on February 8,2001. 

Q. What is the DOD's position on the 2005 test year interest adjustment in the 

income tax calculation? 

A. The DOD uses the interest synchronization method of calculating the interest 

expense related to operations for the income tax expense calculation. The 

methodology is explained in DOD-T-1, starting on page 35. 

Q. What has been the PUC's position on interest synchronization? 

A. As referenced above, the PUC has considered interest synchronization in the past 

and has consistently ruled against the adoption of this method for calculating the 

interest deduction for income tax calculation purposes. In D & 0 No.11699, 

Docket No. 6998, the PUC stated: 

... the synchronization method is an imputed amount based on 

various components that make up the rate base. These components 

include both investor and noninvestor funds. The effect of any 

significant changes in the components or their make-up over time 

is unclear. Since the interest is imputed, such changes may 
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detrimentally affect the utility or its ratepayers. 

The reasons provided by HECO for not adopting interest synchronization were 

detailed in my rebuttal testimonies in Docket Nos. 6531 and 6998. The 

Commission concluded that the Company's method of computing its interest 

expense was reasonable and should be adopted. HECO asserts its methodology 

should be adopted as was done in the past. 

Why did the Company revise its estimate for the amortization of the state capital 

goods excise tax credit? 

The Company revised its estimate to reflect differences between the estimated 

and the actual 2004 year end balance of unamortized state capital goods excise 

tax credit, which is the amortized base. See HECO-R-1703. 

Why are the CA's and DOD's estimates of the amortization of state capital 

goods excise tax credit different from the Company's revised estimate? 

The CA and DOD adopted the same methodology and the amount presented by 

HECO in the direct testimony. As explained above, HECO revised its 2005 test 

year estimate for actual 2004 year end balances, increasing amortization by 

$8,000. 

What is the difference between the Company's estimate of income tax expense 

for the 2005 test year and the CA's and DOD's estimates? 

The Company's estimate of income tax expense under present rates for the test 

year of $21,207,000 is $4,892,000 less than the CA's estimate of $26,099,000 

and $5,568,000 less than the DOD's estimate of $26,775,000. The Company's 

estimated income tax expense under proposed rates for the test year of 

$43,539,000 is greater than the CA's estimate by $9,117,000 and greater than the 

DOD's estimate by $9,926,000. 
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Why are there differences between the Company's estimate of income tax 

expense and the CA's and DOD's estimates of income tax expense for the 2005 

test year? 

The differences for the 2005 test year are primarily due to differences in 

estimated revenues and expenses used to determine pre-tax operating income and 

interest expense which is a deduction in the calculation of income tax expense. 

UNAMORTIZED NET SFAS 109 REGULATORY ASSET 

What is the revised estimated beginning and ending balances of the unamortized 

net SFAS 109 regulatory asset for the 2005 test year? 

The revised estimated balances for the net unamortized SFAS 109 regulatory 

asset at the beginning and ending of the test year are $50,082,000 and 

$52,341,000, respectively. See HECO-R-1705. 

Why did HECO revise its 2005 test year estimates? 

The balances were revised to reflect the recorded balance as of the end of 2004 

and to reflect updated estimated balances for ongoing C W P  equity for the 2005 

test year. 

What is the CA's and DOD's position on unamortized net SFAS 109 regulatory 

asset balances for the 2005 test year? 

Both the CA and DOD have adopted the Company's revised estimates. 

ACCUMULATED DEFERRED INCOME TAXES 

What is the revised estimated 2005 test year accumulated deferred income tax 

balances? 

25 A. The revised beginning and ending estimated accumulated deferred income tax 
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("ADIT") balances for the 2005 test year are $162,290,000 and $166,863,000, 

respectively. See HECO-R-1704. 

Why did the Company revise its 2005 test year estimate of ADIT? 

The Company revised its estimate of ADIT--1) to reflect actual recorded 

balances as of December 31,2004,2) to adjust for revisions to 2005 additions, 

net, and 3) to exclude certain ADIT accounts, which the Company conceded to 

be properly excluded as presented in our response to DOD-IR-4-4. 

What differences exist between the Company's revised estimate of ADIT and the 

CA's estimate? 

HECO's ADIT balance at the beginning of the 2005 test year of $162,290,000 is 

$29,351,000 greater than the CA's estimate and the ADIT balance at the end of 

the 2005 test year of $166,863,000 is $35,246,000 greater than the CA's 

estimate. 

Please explain the difference at the beginning of the 2005 test year. 

The difference between HECO's and the CA's estimates at the beginning of 

2005 is the net of the following two items: 1) the ADIT related to the prepaid 

pension asset of $29,375,000, which the CA excluded from rate base, consistent 

with their treatment of the related asset and 2) the ADIT related to e-business 

hardware of $24,000, which HECO excluded in rebuttal but had included in the 

response to DOD-IR-4-4. HECO has included the ADIT on the prepaid pension 

asset consistent with its treatment of this asset as explained in HECO RT-16. 

Please explain the difference at the end of the 2005 test year. 

The difference between HECO's and the CA's estimates at the end of the test 

year is again primarily due to the CA's exclusion of the ADIT on the prepaid 

pension asset in the amount of $27,590,000. In addition, although the CA had 
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adopted the Company's direct testimony estimate of ADIT on accelerated 

depreciation over straight line, HECO revised its estimate on rebuttal for actual 

2004 balances and revised tax depreciation on estimated 2005 plant additions for 

a net difference of $4,864,000. 

What differences exist between the Company's revised estimate of ADIT and the 

DOD's estimate? 

HECO's revised ADIT balance at the beginning of the 2005 test year of 

$162,290,000 is $29,351,000 greater than the DOD's estimate and the ADIT 

balance at the end of the 2005 test year of $166,863,000 is $33,431,000 greater 

than the DOD's estimate. The DOD's estimate for the beginning of the test year 

is the same as the CA's, and therefore the CA explanation above is applicable to 

the DOD difference. 

Please explain the DOD's difference at the end of the 2005 test year. 

The difference between HECO's and the DOD's estimates at the end of the test 

year is again primarily due to the ADIT related to the prepaid pension asset of 

$27,590,000, less the e-business adjustment of $24,000, plus the ADIT related to 

accelerated depreciation over straight line of $4,864,000 and plus HECO's 

changes to All Other Items from direct to rebuttal of $1,001,000. The last 

difference was because the DOD used HECO's direct estimates for the ADIT 

related to All Other Items, excluding the prepaid pension asset. 

What is the significance of these differences? 

Except for the prepaid pension asset issue, HECO, the CA and the DOD are 

conceptually in agreement with the calculation of ADIT, and the differences are 

due to the timing of receiving updated information. With respect to the prepaid 

pension asset, the resolution of whether it will be included in rate base will 
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determine the treatment of the related ADIT. 

Potential ADIT Adiustment for a Change in Accounting Method 

Q. What is the CA's and DOD's position regarding the potential adjustment for the 

change in accounting method for determining the deduction for mixed service 

costs? 

A. Both the CA and the DOD did not propose an adjustment because the approval 

by the Internal Revenue Service ("IRS") and the ultimate amount of the 

adjustment was not determinable at the time of filing testimony. 

Q. What additional information has been received by HECO regarding the status of 

its application for approval by the IRS? 

A. The Company has not received approval for its change to the simplified service 

cost method, but on August 2,2005, the 1RS issued guidance interpreting the 

meaning of "routine and repetitive" for purposes of the simplified service cost 

method under the uniform capitalization rules of Sec. 263A. 

Q. Why is the definition of "routine and repetitive" the focus of the IRS guidance? 

A. This definition is crucial in determining the scope of applicability of the 

simplified service cost method. Under this tax accounting method, the mixed 

service costs (overhead costs), previously capitalized to eligible self-constructed 

property, can be reallocated between deductible operating costs and the 

depreciable "eligible property." As it relates to utilities, the simplified service 

cost method may be used only with respect to "eligible property" that is self- 

constructed assets produced by the taxpayer on a "routine and repetitive" basis. 

If interpreted broadly, the population of eligible property is larger and more 

mixed service costs can be reallocated from capitalized costs to deductible 
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expense. Conversely, if interpreted narrowly, less mixed service costs can be 

reallocated to deductible expense for tax purposes. 

How did the IRS provide guidance in defining routine and repetitive? 

The guidance comprises proposed and temporary regulations (T.D. 921 7) 

effective for taxable years ending on or after August 2,2005 and Revenue Ruling 

2005-53 that applies for all prior open years. There are some differences in the 

guidance in the revenue ruling and the regulations, but essentially both narrowly 

defined "routine and repetitive" in the context of utility business, and effectively 

carve out all generation, transmission and distribution property from the eligible 

property base. 

What criteria were used by the IRS in formulating its defmition? 

In its ruling, the IRS states, "For purposes of the simplified methods under Secs. 

1.263A-l(h)(2)(i)(D) and 1.263A-2(b)(2)(i)(D), a taxpayer's self-constructed 

assets are produced on a routine and repetitive basis in the ordinary course of 

business if the assets are either mass-produced ... or have a high degree of 

turnover." The mass production requirement contemplates actual equipment 

manufacturing activity, as opposed to the installation of equipment purchased 

from third parties. The IRS further explains that a "high degree of turnover" 

means that the costs of production are recovered (i.e., depreciated) over a 

relatively short period of time. They have designated three years or less to be the 

acceptable range for this "short period of time." 

How does this defi~tion of routine and repetitive affect HECO? 

HECO does not engage in any significant manufacturing activity, as defined by 

the IRS, and HECO's utility assets all have estimated useful lives of greater than 

three years. Consequently, HECO would have virtually no property eligible for 
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the simplified service cost method. 

How does this impact the 2005 test year ADIT? 

Based on the IRS guidance to date, 2005 test year ADIT should not include any 

adjustment for the potential change in accounting method described above 

because the chances of receiving a favorable adjustment and refund for prior tax 

return liabilities is remote. 

What recourse does HECO have in terms of salvaging any benefit from this 

change in accounting method? 

The Company has not discussed the details of HECO's specific situation with its 

consultant, but in general, there is a comment period for the proposed 

regulations, where taxpayers and industry groups can voice their opinions on the 

regulations. It is also conceivable that some taxpayers, who took the deduction 

on filed returns, may appeal and eventually litigate the issue. In any case, issue 

resolution will be an uphill battle and far into the future. 

What has the CA proposed with respect to the potential benefits of this tax 

accounting method change? 

The CA has recommended that any benefits of this method change should be 

considered in this proceeding. However, in the event no IRS determination is 

received prior to a decision and order in this case, the CA proposes to defer any 

savings realized in the form of additional cost-free ADIT reserves. This would 

be accomplished through the capitalization of a negative carrying cost, or the 

mirror image of AFUDC. 

What is the Company's position on the CA's recommendation? 

In light of the recent IRS guidance, the Company asserts that the potential for 

any kind of adjustment to ADIT in 2005 is remote, and it is not appropriate to 
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attempt to estimate any adjustment since the amount is not determinable and the 

probability is remote. 

In any case, HECO does not believe that an IRS determination outside of the 

test year should impact this proceeding. We do not know the magnitude of this 

potential adjustment at this time, and if this status does not change, determining 

the accounting for this item is premature. In any event, this controversy may be 

moot in light of the IRS regulations and revenue ruling just issued. 

T333 AMERICAN JOBS CREATION ACT OF 2004 

Has the CA or DOD proposed any revenue requirement impact for the American 

Jobs Creation Act of 2004? 

Neither the CA nor the DOD has included any impacts of the new law. This is 

consistent with HECO's position in this proceeding since the guidance on new 

Section 199 has not yet been issued. As disclosed in CA-IR-690, HECO projects 

that it would not be entitled to any deduction benefit in the test year. 

What is the CA's position on potential savings from the new Section 199? 

Similar to its position on the potential ADIT reserve adjustment, the CA 

proposes that any savings that become available between rate cases be deferred 

for hture return to ratepayers. 

What is the Company's view regarding the CA's recommendation? 

The Company does not agree with the CA. The CA states that consistent and 

symmetrical approach in granting deferral accounting authority should be 

followed. HECO asserts that deferral accounting is neither appropriate nor 

applicable to the "potential" tax savings from this Section 199 deduction. 

Why is deferral accounting not applicable in this case? 
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In the normal deferral situation, a cost is known and quantifiable, and it is 

determined that the cost benefits the Company over a period of time, or it is 

determined that it should be normalized to spread the impact over a period of 

years. 

In the case of the Section 199 deduction, each tax year stands alone, 

depending on the annual financial results. It is an expense element of taxable 

income like any other expense in the test year. Therefore, deferral accounting is 

not appropriate in this case. Similarly, any deduction benefit in a year 

subsequent to the 2005 test year is not an issue for this proceeding and should be 

considered in future rate proceedings. 

Does this conclude your rebuttal testimony? 

Yes. 
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HAWAIIAN ELECTRIC COMPANY, INC. 
TAXES OTHER THAN INCOME TAXES CHARGED TO OPERATIONS 
2005 

($ Thousands) 
At present rates 

HECO HECO 
Direct CA DOD Rebuttal 

PAYROLL TAXES 
1 F.I.C.A. Taxes 5,511 5,492 5,315 5,456 
2 Federal Unemployment Taxes 58 58 58 57 
3 State Unemployment Taxes 202 0 0 0 

4 Total Payroll Taxes 5,771 5,550 5,373 5,513 

REVENUE TAXES 
5 Public Service Company Taxes 58,660 73,608 73,615 71,870 . . 

6 Public Utility Fees 
7 Franchise Royalty Taxes 
8 Total Revenue Taxes 

9 Total Taxes Other Than Income Taxes 94,233 116,580 116,415 113,917 

At proposed rates 
HECO HECO 
Direct CA DOD Rebuttal 

PAYROLL TAXES 
1 F.I.C.A. Taxes 5,511 5,492 5,315 5,456 
2 Federal Unemployment Taxes 58 58 58 57 
3 State Unemployment Taxes 202 0 0 0 

4 Total Payroll Taxes 5,771 5,550 5,373 5,513 

REVENUE TAXES 
5 Public Service Company Taxes 64,463 74,990 74,75 1 75,580 
6 Public Utility Fees 5,477 6,371 6,352 6,421 
7 Franchise Royalty Taxes 
8 Total Revenue Taxes 

9 Total Taxes Other Than Income Taxes 102,972 118,665 118,126 119,498 
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HAWAIIAN ELECTRIC COMPANY, INC. 
COMPUTATION OF INCOME TAX EXPENSE 
200s 

(In Thousands) 
At present rates 

HECO HECO 
Direct C A DOD Rebuttal References 

1 Total Operating Revenues 
Operating Expenses: 

2 Fuel Oil and Purchased Power 

3 Other Operation & Maint Exp 
4 Depreciation & Amortization 
5 Taxes Other Than Income Taxes 
6 Other Interest, Net 
7 Total Operating Expenses 
8 Operating Income Before Taxes 

Tax Adjustments: 
9 Interest Expense 

10 Meals & Entertainment 66 66 66 66 HECO-WP-1702, page 3 
I1 Total Tax Adjustments (26,158) (27,845) (27,372) (27,845) 
12 Taxable Income for Rate-Maldng 29,125 68,810 70,548 56,257 
13 Income Tax Expense Before Adjustments 

(At Composite Rate of 38.9097744%) 11,332 26,774 27,450 21,889 
14 Less: State ITC Amort (Net of Taxes) (674) (675) (675) (682) HECO-R-1703 
15 TOTAL INCOME TAX EXPENSE 10,658 26,099 26,775 21,207 

At proposed rates 
HECO HECO 
Direct CA DOD Rebuttal References 

16 Total Operating Revenues 1,095,721 1,274,618 1,270,592 1,284,637 
Operating Expenses: 

17 Fuel Oil and Purchased Power 591,268 817,984 817,312 794,880 
18 Other Operation & Maint Exp 184,016 148,854 148,552 157,653 
19 Depreciation & Amortization 72,056 70,690 70,730 70,731 
20 Taxes Other Than Income Taxes 102,972 11 8,666 118,126 119,498 HECO-R-1701 
21 Other Interest, Net 378 378 378 378 
22 Total Operating Expenses 950,690 1,156,572 1,155,098 1,143,140 
23 Operating Income Before Taxes 145,031 118,046 115,494 141,497 

Tax Adjustments: 
24 Interest Expense 
25 Meals &Entertainment 66 66 66 66 HECO-WP-1702, page 3 
26 Total Tax Adjustments (26,158) (27,845) (27,372) (27,845) 
27 Taxable Income for Rate-Making 118,873 90,201 88,122 113,652 
28 Income Tax Expense Before Adjustments 

(At Composite Rate of 38.9097744%) 46,253 35,097 34,288 44,22 1 
29 Less: State lTC Amort @let of Taxes) (674) (675) (675) (682) HECO-R-1703 
31) TOTAL INCOME TAX EXPENSE 45,579 34,422 33,613 43,539 
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HAWAIIAN ELECTRIC COMPANY, INC. 
STATE CAPITAL GOODS EXCISE TAX CREDIT 
TEST YEAR 2005 

(In Thousands) 

1 Beginning Balance 
2 Amortizations 
3 Additions 

TEST YEAR 2005 
Actual HECO HECO 
2004 Direct C A DOD Rebuttal 

4 Ending Balance 24,759 26,709 26,709 26,709 26,633 

Net Of Tax Amounts: 
5 Amortization Before Taxes 996 1,103 1,103 1,103 1,117 
6 x 100% - 37.9699% (Composite Rate) 
7 x 100% - 38.9098% (Composite Rate) x 61.0902% x 61.0902% x 61.0902% x 61.0902% x 61.0902% 

8 Amortization Of STC (Net Of Taxes) 608 674 674 674 682 

9 Ending Balance Before Taxes 24,759 26,709 26,709 26,709 26,633 
10 x 100% - 37.9699% (Composite Rate) 
11 x 100% - 38.9098% (Composite Rate) ** ** ** ** ** 

12 Ending Balance (Net Of Taxes) 15,166 16,356 16,356 16,356 16,309 

13 Average Balance (Net Of Taxes) 15,761 15,761 15,761 15,738 

** Ending Balance is a blend of both 62.0301% (100%-37.9699%) and 
61.0902% (100%-38.9098%) 
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HAWAIIAN ELECTRIC COMPANY, INC. 
DEFERRED INCOME TAX BY INDIVIDUAL ITEMS 
AND YEAR END BALANCES 
TEST YEAR 2005 

(In Thousands) 
HECO HECO 

BALANCE AT 12/31/04 
Direct C A DOD Rebuttal 

Accelerated Depreciation over Straight Line 
1 Federal 55,503 59,565 59,565 59,565 
2 State 
3 Subtotal 

All Other Items 
4 Federal 
5 State 
6 Subtotal 
7 Total 

2005 ADDITIONS, NET 
Accelerated Depreciation over Straight Line 

8 Federal (4,600) (4,600) (4,600) (978) 
9 State 
10 Subtotal 

All Other Items 
11 Federal 
12 State 
13 Subtotal 
14 Total 

ESTIMATED BALANCE AT 12/31/05 
Accelerated Depreciation over Straight Line 

15 Federal 50,903 54,965 54,965 58,587 
16 State 5,685 5,895 5,895 7,137 
17 Subtotal 56,588 60,860 60,860 65,724 

All Other Items 
18 Federal 81,512 60,065 6 1,600 85,742 
19 State 14,569 10,692 10,972 15,397 
20 Subtotal 96,081 70,757 72,572 101,139 
21 Total 152,669 131,617 133,432 166,863 

AVERAGE BALANCE 153,315 132,278 133,186 164,577 

Source: HECO-RWP-I704 
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HAWAIIAN ELECTRIC COMPANY, INC. 
SFAS 109 RECONCILIATION 
REGULATORY ASSETS AND LIABILITIES 

(In Thousands) 

A B C D 
HECO HECO 

BALANCES AT 1213 1/04 Direct C A W D  Rebuttal 

1 CWlP Equity Transition 1,940 1,940 1,940 1,940 
2 SFAS 109 Flow Through 3,590 3,590 3,590 3,590 
3 Plant Transition 2 1,482 2 1,482 2 1,482 21,482 
4 CWEP Equity Ongoing 28,549 28,553 28,553 28,553 
5 Federal ITC (3,588) (3,588) (3,588) (3,588) 
6 Excess Def d Taxes (4,185) (4,185) (41 85) (4,185) 
7 Deficit Def d Taxes 2,290 2,290 2,290 2,290 

8 Total 50,078 50,082 50,082 50,082 

E F G H 
ESTIMATED HECO HECO 
BALANCES AT 12/31/05 Direct CA DOD Rebuttal 

9 CWlP Equity Transition 1,850 1,850 1,850 1,850 
10 SFAS 109 Flow Through 3,264 3,264 3,264 3,264 
11 Plant Transition 20,459 20,459 20,459 20,459 
12 CWIP Equity Ongoing 3 1,262 30,786 30,786 30,786 
13 Federal ITC (3,006) (3,011) (3,011) (3,011) 
14 Excess Def d Taxes (3,223) (3,223) (3,223) (3,223) 
15 Deficit Defd Taxes 2,218 2,216 2,216 2,216 

16 Total 52,824 52,341 52,341 52,341 

17 AVERAGE BALANCE 51,451 51,212 51,212 51,212 



HECO RT-18 
DOCKET NO. 04-0 1 13 

REBUTTAL TESTIMONY OF 
LORE ANN NAGATA 

TREASURER 
HAWAIIAN ELECTRIC COMPANY, INC. 

Subject: Plant Additions, Underground Cost-sharing, Property Held for Future Use, 
Contributions in Aid of Construction, and Customer Advances 



HECO RT-18 
DOCKET NO. 04-0 1 13 
PAGE 1 OF 12 

INTRODUCTION 

Please state your name and business address. 

My name is Lorie Ann Nagata and my business address is 900 Richards Street, 

Honolulu, Hawaii 96813. 

Have you previously submitted testimony in this proceeding? 

Yes. I submitted written direct testimony, exhibits, and supporting workpapers as 

HECO T-18. 

What is the purpose of your rebuttal testimony? 

In this rebuttal testimony, I will present: 

1) Updated estimates for test year 2005 for: 

a) Plant Additions 

b) Cash Contributions in Aid of Construction ("CIAC") 

c) Customer Advances 

2) Differences between HECO and the Consumer Ad~rocate ("CA") and the 

Department of Defense ("DOD) with respect to Plant Additions, Cash 

CIAC, and Property Held for Future Use ("PHFFU"). 

3) Explanations for the Company's positions where they differ from those of 

the CA and DOD. 

The CA uses the Company's Cash CIAC, In-Kind CIAC, Transfers from 

Customer Advances to CIAC, Customer Advance Receipts, and Customer 

Advance Refunds by incorporating the Company's estimates from its direct 

testimony and response to CA-IR-95 in calculating its 2005 average balances for 

Unamortized CIAC and Customer Advances, as shown on Exhibit CA-101, 

Schedule B-2. 

The DOD uses the Company's updated test year 2005 average balances for 
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Customer Advances and Unamortized CIAC by incorporating the Company's 

response to DOD-IR-10-4, as shown on Exhibit DOD-108. 

With respect to the Company's Underground Cost-sharing policy, the CA 

does not, at this time, oppose rate recovery of the additional costs incurred and 

included in rate base that would not have been incurred under tariff Rule 13 

procedures. 

PLANT ADDITIONS 

What is HECO's rebuttal estimate with respect to Plant Additions for the 2005 test 

year? 

HECO's rebuttal estimate for Plant Additions for the 2005 test year is 

$109,823,000, as shown on HECO-R-1801. This is $23,380,000 lower than the 

direct testimony estimate of $133,203,000, as shown on HECO-1801, and 

$5,636,000 higher than the updated estimate provided in Attachment 6 to HECO's 

2005 Test Year Rate Case - Updates filed with the CA, DOD, and the 

Commission on June 15,2005 ("June 15,2005 Transmittal"). 

Why has HECO revised its estimate of plant additions? 

The Company updated its capital expenditures estimates, and resulting plant 

addition estimates, to reflect recorded 2004 expenditures and to reflect more 

current information about the projects. For example, some projects are now 

expected to be completed earlier or later than previously scheduled, some projects 

have been delayed due to changes in customers' (e.g., developers, local, state, and 

federal government agencies) schedules, new projects have been identified, and in 

some cases, more recent information has led to changes in cost estimates. HECO 

adjusts project schedules and costs estimates to reflect this information as it 
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becomes available. These updated plant addition estimates were initially reflected 

in Attachment 6 to HECO's 2005 Test Year Rate Case -Updates filed with the 

CA, DOD, and the Commission on May 5,2005 ("May 5,2005 Transmittal"). 

Q. Was Attachment 6 to the May 5,2005 Transmittal updated? 

A. Yes. The following changes were made to Attachment 6 to the May 5,2005 

Transmittal and reflected in Attachment 6 to the June 15,2005 Transmittal. 

W6 Annunciator Upgrade project (Project No. P0000682) -the estimated 

2005 amount reported in the May 5,2005 Transmittal was in error. The 

amount should be $499,821 instead of $49,291. This resulted in an increase in 

2005 plant additions of $450,530. 

Mamala Substation project (Grandparent Y00039: Project Nos. P0000833, 

P0000834, and P0000835) - the in-service date was changed from 2005 to 

2006, resulting in a decrease in 2005 plant additions of $3,213,279. 

The impact of the W6 Annunciator Upgrade and the Mamala Substation 

adjustments on 2005 test year plant additions was a net reduction of $2,763,000. 

Q. Has HECO updated its plant addition estimates subsequent to the June 15,2005 

Transmittal? 

A. Yes. HECO's rebuttal plant addition estimate has been updated to reflect a 

correction for the New Kuahua Substation project (Grandparent Y00021: Projects 

Nos: P0000277, P0000278, P0000279, P0000280, P0000281, and P0000282). 

Attachment 6 to the June 15,2005 Transmittal did not accurately reflect the 

expenditures for 2005,2006, and 2007, resulting in an understatement of 2005 

expenditures of $5,635,891 and an overstatement of 2006 and 2007 expenditures 

of $5,589,806 and $29,850, respectively. The impact of the New Kuahua 

Substation adjustment on the 2005 plant addition estimate for the project and the 
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2005 test year is an increase of $5,636,000. 

Is there a difference in plant addition estimates between the Company and the 

CA? 

Yes. With respect to plant additions, the CA made adjustments for CHP projects 

and DG Substation investments which were already reflected in HECO's updated 

plant addition estimate provided in Attachment 6 to the June 15,2005 Transmittal. 

In response to HECOICA-IR-120, the CA confirmed that Attachment 6 excluded 

the C W  projects and included the DG Substation investments and will 

incorporate those changes in Exhibit CA-101. 

Incorporating the CA's response to HECOICA-KR-120, the CA's estimate 

agrees with the Company's estimate up through the estimates provided in 

Attachment 6 to the June 15,2005 Transmittal. However, HECO has since 

updated its plant addition estimate to correct the plant addition amount for the 

New Kuahua Substation Project, as described above. 

Is there a difference in plant addition estimates between the Company and the 

DOD? 

Yes, the DOD used the updated plant addition estimate HECO provided in 

Attachment 6 to the June 15,2005 Transmittal by incorporating the Company's 

responses to DOD-IR-9-3 and DOD-KR-10-4 to calculate its December 31,2005 

year-end plant in service balance, as shown on Exhibit DOD-107. However, as 

described above, HECO has since updated its plant addition estimate. 

Does HECO's plant additions estimate take into account the settlement agreement 

between HECO and the Consumer Advocate concerning betterment accounting 

practice? 

Yes. As discussed in the response to CA-IR-416, HECO's plant additions 
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estimate takes into account the settlement agreement between HECO and the 

Consumer Advocate in Docket No. 03-0206 to modify HECO's betterment 

accounting practice to be fully consistent with the NARUC Instructions (i.e., only 

the difference between the cost of replacement with betterment and the cost of 

replacement without betterment is capitalized) beginning with betterment projects 

commencing in 2004, which was approved by the Commission in Decision and 

Order No. 21738. As discussed in the response to CA-IR-416, prior to the 

settlement agreement, HECO had forecast to capitalize the replacement of a minor 

item of property that would have been expensed pursuant to Utility Plant 

Instructions contained in the NARUC Uniform System of Accounts, but for the 

fact the replacement purportedly resulted in a substantial betterment for the 

projects listed in the IR response. As part of the settlement agreement with the 

Consumer Advocate, the plant additions for the test year were reduced to reflect 

the portion of the projects that were expensed, and the test year production 

maintenance expense was increased for the portion of the costs that were 

expensed. As stated in the response to CA-IR-641, the Production O&M expense 

was increased by $490,000 for changes in betterment accounting. As discussed in 

the rebuttal testimony of Mr. Aaron Fujinaka, HECO RT-6, the CA agreed with 

the $490,000 increase to Production O&M expense in accordance with the 

settlement agreement, and the DOD did not include the $490,000 increase in its 

proposed Production O&M expense estimate. In response to HECODOD-IR- 

101, the DOD has indicated it has not taken a position on the betterment 

accounting change that HECO has discussed in the IR responses. 
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CASH CONTRIBUTIONS IN AID OF CONSTRUCTION 

What is HECO's revised estimate of Cash CIAC? 

The revised estimate of Cash CIAC for the 2005 test year is $9,790,000, as shown 

on HECO-R-1802, which is $4,158,000 lower than the direct testimony estimate 

of $13,948,000, as shown on HECO-1807. 

Why has HECO revised its estimate of Cash CIAC? 

The estimate was updated to reflect more current information with respect to the 

timing of Cash CIAC for the Ford Island Substation project to be consistent with 

the change in in-service date for the project from 2005 to 2006, as specified in the 

response to DOD-R-4-5. The Company now expects to receive $3,034,000 of 

Cash CIAC for the Ford Island Substation project in 2005, with the $4,158,000 

difference (direct testimony estimate of $7,192,000, as shown on HECO-WP- 

1807, less rebuttal testimony estimate of $3,034,000, as shown on HECO-RWP- 

1802) expected to be received in 2006. 

Is there a difference in Cash CIAC between the Company and the CA and DOD? 

Yes. Both the CA and DOD used the Cash CLAC estimates KECO provided in 

direct testimony and in response to DOD-IR-10-4. However, HECO has since 

revised its Cash CIAC estimate for the Ford Island Substation Project, as 

described above. 

CUSTOMER ADVANCES 

What is HECO's revised estimate for the average balance for Customer Advances 

for the 2005 test year? 

HECO's revised estimate for the average balance for Customer Advances is 

$1,498,000, as shown on HECO-R-1803, which is $141,000 higher than the direct 
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testimony estimate of $1,357,000, as shown on HECO-1808. 

Why has HECO revised its estimate for Customer Advances? 

The estimate has been updated to only incorporate the December 31,2004 

recorded balance, as specified in the response to CA-IR-95 and DOD-IR-10-4. 

The estimates for the components of Customer Advances: Receipts, Refunds, and 

Transfers to CIAC, did not change. 

Did the CA and DOD agree with the Company's revised estimate for the average 

balance for Customer Advances for the 2005 test year? 

Yes, the CA and DOD agreed with the Company's revised estimate for Customer 

Advances and have incorporated the revised estimate in their revenue 

requirements as shown at Exhibit CA-101, Schedule B-2 and Exhibit DOD-103, 

respectively. 

AREAS OF AGREEMENT 

In what areas are the CA and DOD in agreement with the Company? 

The CA and DOD agree with the Company's estimates of the following: 

1) 2005 In-Kind CIAC: $4,729,000, as shown on HECO-R-1802; 

2) 2005 Transfers from Customer Advances to CIAC: $48,000, as shown on 

HECO-R- 1802; and 

3) 2005 Average Balance for Customer Advances: $1,498,000, as shown on 

HECO-R-1803. 

The CA and DOD have not raised any concerns with these estimates and 

have incorporated these estimates in their revenue requirements. 

UNDERGROUND COST-SHARING POLICY 

What was the CA's position with respect to rate recovery of additional costs 
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associated with HECO's underground cost-sharing policy? 

At CA-T-1, pages 102-103, the CA states "Because of the current magnitude of 

the costs (i.e., approximately $2 million) and the fact that the costs have been 

incurred in good faith by HECO in an effort to resolve difficult issues of public 

policy, the Consumer Advocate does not oppose rate recovery of these amounts at 

this time. However, as such incremental facilities undergrounding costs continue 

to accumulate under the HECO policy in the future, consideration of capping such 

costs or refining the policy may be required to avoid excessive subsidization of 

certain customers receiving direct benefit from HECO's sharing policy at the 

"expense" of the general body of ratepayers." It was also noted that "...the 

Consumer Advocate is presently in discussions with HECO to develop criteria 

that will allow for a means by which parties can independently review the 

application of the criteria and better assess the reasonableness of the costs 

associated with the implementation of the new policy for future rate proceedings." 

AREA OF DISAGREEMENT 

What is HECO's rebuttal estimate with respect to Property Held for Future Use? 

HECO's rebuttal estimate for PHFFU for the test year 2005 is $599,000, as shown 

on HECO-R-1804. 

What are the positions of the CA and DOD with respect to the inclusion of the 

costs for the Kalaeloa-Barbers Point Harbor Pipeline ("Pipeline") in Property Held 

for Future Use? 

Both the CA and DOD do not agree with the Company's inclusion of $517,000 

for the Kalaeloa-Barbers Point Harbor Pipeline in PHFFU. 

Why do the CA and DOD propose to exclude the costs for the Pipeline from 
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PHFFU? 

Both the CA and DOD argue that the costs for the Pipeline should be excluded 

ffom PHFFU because the Company has no defined plan for the use or commercial 

operation of the property and because it has been more than ten years since the 

facility has been installed which is beyond the ten-year use requirement 

established for inclusion in PHFFU. 

Why should the costs for the Pipeline be included in PHFFU? 

It is reasonable for HECO to include the costs for the Pipeline in PHFFU even 

though HECO does not have a defined plan for the use or commercial operation of 

the property and even though it has been more than ten years since the facility was 

installed because: 

it was constructed and installed under unique circumstances, 

it provides the Company with the opportunity to minimize future higher costs, 

and 

it is a minimal investment to preserve the Company's options. 

Please explain the unique circumstances under which the Pipeline was constructed 

and installed. 

The Pipeline is different ffom the types of assets that are generally included in 

PHFFU, such as land for future substation sites. As noted in HECO T-18, page 

10, and in response to CA-IR-206, the Company installed in 1991 valve hatches 

and the Pipeline within the Barbers Point Harbor area in conjunction with the 

State of Hawaii's ("State") project to place a 15-inch thick concrete slab in the 

laydown area adjacent to the piers. The Company recognized that unless it took 

steps to install the valve hatches and Pipeline at the time the State was installing 

the 15-inch thick concrete slab, the Company could be denied future access to the 
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harbor or alternatively, faced with higher costs to install future pipelines after the 

concrete slabs were poured. 

Undertaking the project back then provided for a more economical and 

feasible option for the future as it will be easier and less costly to interconnect to 

the Pipeline than to reacquire permission from the State to access the harbor and 

build new pipelines now that the State has completed its work in the Barbers Point 

Harbor area. This minimizes future higher costs which would ultimately be 

absorbed by the general ratepayer. The cost to install a pipeline after the 15-inch 

concrete slab in the laydown area adjacent to the piers was completed would have 

been much higher. 

What are some of the options that may be available to the Company for its use of 

the Pipeline? 

The Pipeline continues to be a possible gateway for imported fuel to HECO's 

Barbers Point Tank Farm ("BPTF") location. This option has become more 

attractive given the BPTF dedicated intra-system fuel transfer infrastructure which 

interconnects the Kahe and Waiau generating stations and Iwilei Tank Farm into a 

stand-alone fuel distribution system. This is enhanced with the BPTF being the 

site for HECO's next generating unit. HECO will then have the ability to increase 

the number of fuel grades or types which it can receive, store, and consume within 

the BPTF. In addition, the existence of the Pipeline is used in negotiations for 

fuel contracts with Oahu-based refineries to provide credence to the option of 

importing fuel oil. 

Should the Pipeline continue to be included in PHFFU even though it has been 

more than ten years since the facility has been installed, which is beyond the ten- 

year use requirement for inclusion in PHFFU? 
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Yes, the Pipeline should continue to be included in PHFFU. The 10-year limit on 

property included in PHFFU set forth in Decision and Order No. 11699 (Docket 

No. 6998) addressed parcels of land for future substation sites. The Pipeline is 

different from the parcels of land that HECO generally acquires for future 

substation sites which are included in PHFFU. Parcels of land where future 

substations may be sited are generally easier to acquire than the Pipeline which is 

at issue here. The Company cannot simply 'dispose' of the Pipeline and reacquire 

it at a later date. The ten-year period should not be applicable to the Pipeline due 

to the unique circumstances under which the Pipeline was constructed and 

installed, as described above, and because the longer-term options that it provides 

the Company could benefit the ratepayer. 

Did the CA provide an alternative ratemaking treatment for the Pipeline? 

Yes. Even though the CA recommends that the Pipeline should be excluded from 

PHFFU, the CA states at CA-T-I, page 101, "Ultimately, if and when HECO may 

one day find a use for the facility, the Commission could hear evidence regarding 

equitable treatment of carrying costs that may include recovery of a deferred 

return on investment for any periods when the asset was excluded from rate base." 

Does the Company agree with this alternative ratemaking treatment for the 

Pipeline? 

No. The Company believes that the Pipeline should continue to be included in 

PHFFU as it is a minimal investment ($517,000) that will benefit the ratepayer 

and, therefore, HECO's investors should be allowed to continue to earn a return 

on that investment. 
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SUMMARY 

Please summarize your testimony. 

HECO's forecast of Plant Additions is $109,823,000 for test year 2005. The 

average balance of Property Held for Future Use is $599,000 for the test year. 

Estimated Cash CIAC, In-Kind CIAC, and Transfers fkom Customer Advances to 

CIAC are $9,790,000, $4,729,000 (HECO-R-1802), and $48,000 (HECO-R- 

1803), respectively for 2005. The average balance of Customer Advances is 

$1,498,000 for the test year. 

The Company's estimates for Plant Additions, Property Held for Future 

Use, Contribution in Aid of Construction, and Customer Advances are reasonable 

for test year ratemaking purposes. In addition, the Company's underground cost- 

sharing is reasonable. 

Does this conclude your testimony? 

Yes, it does. 



Projects 
Programs 

Total 
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Hawaiian Electric Company, Inc. 

2005 

PLANT ADDITIONS 

($ Thousands) 

2005 Reference 
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Hawaiian Electric Company, Inc. 

2005 

CONTRIBUTIONS IN AID OF CONSTRUCTION 

($ Thousands) 

2005 Reference 
Contributions in aid of construction: 

Cash $ 9,790 HECO-RWP-1802 
In-Kind 4,729 HECO-WP-I 807 

Transfers from Customer Advances 48 HECO-WP-1808 



Recorded balance - 1213 1104 
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Hawaiian Electric Company, Inc. 

2005 

CUSTOMER ADVANCES 

($ Thousands) 

Receipts 

Refunds 

Reference 
$ 1.519 DODiHECO-IR-I 0-4 

Transfers to CIAC (48) HECO-WP-1808 

Estimated balance - 1213 1105 $ 1,476 DODMECO-IR-I 0-4 

Average 2005 balance 



Recorded balance - 1213 1/04 

No Estimated Changes in 2005 

Estimated balance - 1213 1/05 

2005 Average Balance 
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Hawaiian Electric Company, Inc. 

2005 

PROPERTYHELDFORFUTUREUSE 

($ Thousands) 

Reference 

$599 HECO-1806 



Name of 
Site 

Kalaeloa- 
Barbers 
Point 
Harbor 
Pipeline 

Waianae 
Substation 
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Hawaiian Electric Company, Inc 

PROPERTY HELD FOR FUTURE USE 

($ Thousands) 

Proposed 
Size Tax Map Year S e ~ c e  Purchase 

(Sq Ft) Key Acquired Date Price 

Reference: HECO-1806 
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INTRODUCTION 

Please state your name and business address. 

My name is Gayle T. Ohashi and I am the Director of the Financial Analysis 

Division at Hawaiian Electric Company, Inc. ("HECO). My business address is 

900 Richards Street, Honolulu, HI 96813. 

Have you previously submitted testimony in this docket? 

Yes. I submitted written direct testimony, exhibits, and supporting workpapers as 

HECO T-19. 

What will be presented in this testimony? 

I will present the Company's rebuttal position related to the estimated average rate 

base for the test year 2005 and the revised working cash calculation included in 

the estimated average rate base. I will also compare the Company's position to 

those of the Department of Defense ("DOD) and the Consumer Advocate 

("CA"). 

HECO's REBUTTAL POSITION 

Has HECO made any changes to the rate base estimates presented in direct 

testimony? 

Yes. The estimated average rate base for the test year 2005 is $1,109,372,000 as 

shown in HECO-R- 1901. 

How does the revised estimated average rate base compare with the estimate 

provided in direct testimony? 

The revised average rate base estimate is $17,695,000 more than the estimate 

provided in direct testimony. 

CHANGES IN RATE BASE 

Why did the average rate base change since direct testimony? 
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The rate base estimate required adjustments to reflect recorded 2004 balances, to 

reflect changes in estimates of its components, and/or to correct errors. 

Who explains the changes in rate base components? 

The following is a list of the witnesses who discuss rate base components in their 

areas. 
Rate Base Component i Witness 

Cost of removal Ms. Tayne Sekimura HECO RT-16 
Salvage 
Depreciation accrual 
Plant additions Ms. Lone Nagata HECO RT-18 
Property held for future use 
Fuel inventory 
Production inventory 
Transmission & Distribution ("T&D") 

Mr. Ross Sakuda HECO RT-4 
Mr. Aaron Fujinaka HECO RT-6 
Mr. Stephen Yoshida HECO RT-8 

inventory 
Unamortized net Statement of Financial 
Accounting Standards 109 ("SFAS 109") 

Mr. Lon Okada HECO RT-17 
- 

regulatory asset 
Prepaid pension asset 
Unamortized other postretirement employee 
benefits ("OPEB") regulatory asset 
Unamortized system development cost 
Unamortized contributions in aid of 
construction ("CIAC") 

Ms. Tayne Sekimura HECO RT-16 
Ms. Gayle Ohashi HECO RT-19 

Ms. Julie Price HECO RT-15 
Ms. Lone Nagata HECO RT-18 

Customer advances 
Customer deposits 
Accumulated deferred income taxes 

NET COST OF PLANT IN SERVICE 

Mr. Darren Yamamoto HECO RT-9 
Mr. Lon Okada HECO RT-17 

Unamortized investment tax credits ("ITC") 
Unamortized gain on sales 
OPEB liability 
Deferred rent expense (office building lease) 
Working cash 

What is the revised test year estimate of the average net cost of plant in service? 

Ms. Tayne Sekimura HECO RT-16 
Ms. Gayle Ohashi HECO RT-19 
Ms. Tayne Selumura HECO RT-16 
Ms. Gayle Ohashi HECO RT-19 

The revised estimated average net cost of plant in service for the test year 2005 is 

$1,259,111,000 as shown on HECO-R-1902. 
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Why did the estimate of the average net cost of plant in service change? 

The decrease in the average net cost of plant in service reflects adjustments that 

were made to reflect actual balances as of 12/31/04 (as presented in response to 

CA-IR-96) and to update some of the estimated 12/31/05 balances. 

PROPERTY HELD FOR FUTURE USE 

What is the revised test year estimate of the average property held for future use? 

The estimated average property held for future use for the test year 2005 is 

$599,000, as shown on HECO-R-1901. This estimate did not change from the 

estimate provided in direct testimony. 

FUEL INVENTORY 

What is the revised test year estimate of the average fuel inventory? 

The revised estimated average fuel inventory for the test year 2005 is 

$44,484,000, as shown on HECO-R-1901. 

Why did the estimate of the average fuel inventory change? 

The increase in the average fuel inventory is explained by Mr. Ross Sakuda in 

HECO RT-4. 

MATERLALS AND SUPPLES INVENTORY 

What is the revised test year estimate of the average materials and supplies 

inventories? 

The revised estimated average materials and supplies inventories for both 

production and T&D for the test year 2005 is $10,107,000, as shown on HECO-R- 

1901. The test year estimate includes an adjustment for the payment lag 

associated with the investment in inventory. 

Why did the estimate of the average materials and supplies inventories change? 

The slight increase in the average materials and supplies inventories reflects the 
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adjustment for actual balances as of 1213 1/04 (as presented in response to CA-IR- 

95). The estimated balances as of 12/31/05 remains the same as presented in 

direct testimony. 

UNAMORTIZED NET SFAS 109 REGULATORY ASSET 

What is the revised test year estimate of the average net regulatory asset? 

The revised estimated average unamortized net SFAS 109 regulatory asset for the 

test year 2005 is $51,212,000, as shown on HECO-R-1901. 

Why did the estimate of the average unamortized net SFAS 109 regulatory asset 

change? 

The slight decrease in the average unamortized net SFAS 109 regulatory asset 

reflects adjustments that were made to reflect actual balances as of 12131104 (as 

presented in response to CA-IR-95) and to update some of the estimated 1213 1/05 

balances (as presented in response to DOD-IR-9-7). 

PREPAID PENSION ASSET 

What is the revised test year estimate of the average prepaid pension asset? 

The revised estimated average prepaid pension asset for the test year 2005 is 

$78,791,000, as shown on HECO-R-1901. 

Why did the estimate of the average prepaid pension asset change? 

The increase in the average prepaid pension asset reflects adjustments that were 

made to reflect actual balances as of 12/31/04 (as presented in response to CA-IR- 

98) and to update for the revised 2005 pension estimates (as presented in response 

to DOD-IR-10-4). 

Do the CA and DOD agree with the Company regarding the inclusion of the 

prepaid pension asset in rate base? 

No. Both the CA's and DOD's rate base calculations exclude the prepaid pension 



HECO RT- 19 
DOCKET NO. 04-01 13 
PAGE 5 OF 23 

asset and its related accumulated deferred income taxes from rate base. 

Q. Who addresses the inclusion of the prepaid pension asset in rate base? 

A. Ms. Tayne Sekimura addresses the inclusion of prepaid pension asset in rate base 

in HECO RT-16. 

UNAMORTIZED OPEB REGULATORY ASSET 

Q. What is the revised test year estimate of the average unamortized OPEB 

regulatory asset? 

A. The estimated average unamortized OPEB regulatory asset for the test year 2005 

is $9,764,000, as shown on HECO-R-1901. This estimate is the same as the 

estimate presented in direct testimony. 

Q. Do the CA and DOD agree to the average unamortized OPEB regulatory asset 

balance? 

A. Yes. Both the CA's and DOD's proposed rate base includes the unamortized 

OPEB regulatory asset balance of $9,764,000. 

UNAMORTIZED SYSTEM DEVELOPMENT COSTS 

Q. What is the revised test year estimate of the average unamortized system 

development costs? 

A. There is no unamortized system development costs for the test year 2005, as 

shown on HECO-R-1901. In direct testimony, the estimate of unamortized 

system development costs related to the Human Resources Suite project. As 

discussed by Ms. Price in HECO RT-15, as a result of the delay in implementation 

of the Human Resources Suite project, this item has been removed from the test 

year estimates. 

UNAMORTIZED CIAC 

Q. What is the revised test year estimate of the average unamortized CIAC? 
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The revised estimated average unamortized CIAC for the test year 2005 is 

$147,864,000, as shown on HECO-R-1901. 

Why did the estimate of the average unamortized CIAC change? 

The average unamortized CIAC decreased as a result of reflecting actual balances 

as of 12/31/04 (as presented in response to CA-IR-99), updating the 2005 

amortization based on 2004 actual balances @resented in response to CA-IR-515) 

and updating the estimate of 2005 cash CIAC receipts. The calculation supporting 

the revised estimate of unamortized CIAC is shown on HECO-R-1903. The 

change in estimate of 2005 cash receipts is discussed by Ms. Nagata in HECO 

RT-18. 

CUSTOMER ADVANCES 

What is the revised test year estimate of the average customer advances? 

The revised estimated average customer advances for the test year 2005 is 

$1,498,000, as shown on HECO-R-1901. 

Why did the estimate of the average customer advances change? 

The increase in the average customer advances reflects adjustments that were 

made to reflect actual balances as of 12/31/04 (as presented in response to CA-IR- 

95) and to update the estimated 12/31/05 balance as a result of the change in the 

12/31/04 balance (as presented in response to DOD-IR-10-4). 

CUSTOMER DEPOSITS 

What is the revised test year estimate of the average customer deposits? 

The revised estimated average customer deposits for the test year 2005 is 

$5,901,000, as shown on HECO-R-1901. 

Why did the estimate of the average customer deposits change? 

The decrease in the average customer deposits reflects the adjustment for actual 
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1 balance as of 12/31/04 (as presented in response to CA-IR-95). The estimated 

7 - balance as of 12/31/05 remains the same as presented in direct testimony. 

3 ACCUMULATED DEFERRED INCOME TAXES 

What is the revised test year estimate of the average accumulated deferred income 

taxes? 

The revised estimated average accumulated deferred income taxes for the test year 

2005 is $164,577,000, as shown on HECO-R-1901. 

Why did the estimate of the average accumulated deferred income taxes change? 

The increase in the average accumulated deferred income taxes reflects 

adjustments that were made to reflect actual balances as of 12131104 and to update 

some of the estimated 1213 1/05 balances, as discussed by Mr. Lon Okada in 

HECO RT-17. 

UNAMORTIZED INVESTMENT TAX CREDITS 

What is revised test year estimate of the average unamortized investment tax 

credits? 

The revised estimated average unamortized ITC for the test year 2005 is 

$15,738,000, as shown on HECO-R-1901. 

Why did the estimate of the average unamortized ITC change? 

The slight decrease in the average unamortized ITC reflects adjustments that were 

made to reflect actual balances as of 12/31/04 and to update some of the estimated 

1213 1/05 balances, as discussed by Mr. Lon Okada in HECO RT-17. 

IIWAMORTIZED GAIN ON SALES 

What is the revised test year estimate of the average unamortized gain on sales? 

The revised estimated average unamortized gain on sales for the test year 2005 is 

$1,004,000, as shown on HECO-R-1901. 
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Why did the estimate of the average unamortized gain on sales change? 

The increase in the average unamortized gain on sales reflects adjustments that 

were made to reflect actual balances as of 12/31/04 (as presented in response to 

CA-IR-95) and to update some of the estimated 12/3 1/05 balances (as presented in 

response to DOD-IR-10-4). 

OPEB LIABILITY 

What is the revised test year estimate of the average OPEB Liability? 

The revised estimated average OPEB Liability for the test year 2005 is 

$9,737,000, as shown on HECO-R-1901. 

Has HECO made any changes to the OPEB liability estimate presented in direct 

testimony? 

Yes. The estimated average OPEB liability for the test year 2005 is $9,737,000 as 

shown in HECO-R-1901. 

How does the revised estimated average OPEB liability compare with the estimate 

provided in direct testimony? 

The revised estimated average OPEB liability estimate is $2,000 less than the 

estimate provided in direct testimony. 

Please explain this difference. 

The 2005 year end balance of $9,084,000 and average balance of $9,737,000 as 

presented in HECO-R-1901 was originally submitted in response to DOD-IR-8-5 

on DODiHECO-IR-8-5, page 6. These amounts were carried forward and used in 

preparing the Company rebuttal average rate base for use in the revenue 

requirement calculation. Subsequent to finalization of the revenue requirements 

and during preparation of rebuttal testimony and related exhibits, an error was 

discovered in the amounts presented in DOD/HECO-IR-8-5, page 6. 
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Q. Please describe the error. 

A. In determining the ending per book balance on DODMECO-IR-8-5, page 6 the 

electric discount to retirees was erroneously included in the calculation. As 

described in Ms. Price's direct testimony at HECO T-15, page 11 the electric 

discount for retirees is not included in the test year estimate for Other 

Postretirement Benefits therefore, the related amount impacting OPEB liability 

should not be included. As a result the OPEB liability amount presented to the 

DOD and used in the average rate base calculation was understated by S2,000. 

Q. What is the correct OPEB liability? 

A. The correct 2005 year end balance should be $9,088,000 with an average 

estimated balance of $9,739,000. It represents no change from the amounts 

presented in direct testimony and shown on HECO-1901. The Company will 

incorporate the corrected OPEB liability estimate at the next available opportunity 

to determine revenue requirements. 

Q. Do the CA and DOD agree to the treatment of the OPEB Liability as a deduction 

in the calculation of rate base? 

A. Yes. Both the CA's and DOD's rate base calculation includes the OPEB Liability 

as a deduction to rate base. However, the CA reflects an average OPEB Liability 

balance of S9,739,000 as presented in HECO's direct testimony (HECO-1901), 

and the DOD reflects $9,737,000 as presented in HECO's response to DOD-IR- 

10-4. 

DEFERRED RENT EXPENSE 

Q. What is test year estimate of the average deferred rent expense? 

A. The estimated average deferred rent expense for the test year 2005 is $26,000, as 

shown on HECO-R-1901. 
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What is the deferred rent expense? 

As explained by Ms. Sekimura in HECO RT-16, HECO recently executed a new 

operating lease agreement for the King Street office building. Under Statement of 

Financial Accounting Standards No. 13, "Accounting for Leases", the Company 

must recognize lease expense based on a straight-line calculation derived from the 

fixed, escalating lease payments over the term of the lease. The supporting 

calculation is provided on HECO-R-1607. The deferred rent expense is an 

obligation that results from the net impact of the straight-line lease expense related 

to the King Street office building lease for July to December of 2005 and the lease 

pawnents for July to December of 2005. HECO proposes to use the straight-line 

lease expense for ratemaking purposes, therefore to be consistent, the deferred 

rent expense is shown as a deduction in the rate base calculation. For income tax 

purposes, the tax deduction is based on actual payments rather than the book 

expense, therefore there is also a corresponding accumulated deferred income tax 

impact which is included in the accumulated deferred income tax calculation 

presented in HECO-RWP-1704. 

Was the deferred rent expense relating to rate base presented in direct testimony? 

No. The deferred rent expense was not presented in direct testimony due to the 

assumptions made regarding the treatment of the King Street office building lease 

at the time direct testimony was prepared. However, since then, the assumptions 

regarding the treatment of the King Street office building lease have been revised 

and are further discussed by Ms. Tayne Sekimura in HECO RT-16. 

POSITIONS OF THE PARTIES 

Are the DOD and CA in agreement with the Company on rate base in this docket? 

No. The rate bases are different because the parties differ on: 



HECO RT-19 
DOCKET NO. 04-01 13 
PAGE 11 OF 23 

1) the estimates of balances for the various components of rate base other than 

working cash; 

2) the estimates of the expenses included in the working cash calculations; 

3) the treatment of the prepaid pension asset in rate base; and 

4) the treatment of pension and OPEB in the working cash calculation. 

Who addresses the differences between the DOD, CA, and HECO with respect to 

the estimates of balances for the various rate base components? 

The various witnesses listed earlier in my testimony describe HECO's position 

and address the CA's and DOD's positions on any differing estimates of the 

various components of rate base. 

Who addresses the differences between the DOD, CA, and HECO with respect to 

the estimates of expenses for the working cash items? 

The expense estimates are addressed by the HECO witnesses who present the 

Company's estimates of operating expenses. 

Who addresses the inclusion of prepaid pension asset in rate base? 

Ms. Tayne Sekimura addresses the inclusion of prepaid pension asset in rate base 

in HECO-RT-19. 

Who addresses the treatment of pension and OPEB in the working cash 

calculation? 

I will address the treatment of pension and OPEB in working cash. 

WORKING CASH 

What will you address in this section of your testimony? 

This section of my testimony will address the following: 

First, I will provide background on the working cash calculation. 

Second, I will address the treatment of pension costs in the working cash 
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calculation. 

Next, I will address the treatment of OPEB costs in the working cash 

calculation. 

Finally, I will address other changes made to the working cash calculation 

since the filing of my direct testimony. 

Working Cash Backaound 

What is working cash? 

Working cash is the net cash paid for expenses in advance of cash collections of 

revenue. Working cash can be thought of as two separate items: 1) revenue 

collection lag and 2) payment lag. 

The Company's revised calculation of working cash for the test year is 

presented on HECO-R-1905, pagel. This presentation format is identical to direct 

testimony and is the format which the Company has used in numerous rate 

applications. This format was used because the Company presents data in the 

format necessary for use in certain revenue requirement computer models. 

HECO-R-1905, page 2 is a reformatted presentation of the Company's 

calculation of working cash presented on HECO-R-1905, page 1. The 

presentation on page 2 more clearly shows the revenue collection lag and payment 

lag components of working cash. 

What is the revenue collection lag? 

The revenue collection lag is comprised of electric service provided before 

customers pay for services. It is representative of an average accounts receivable 

for billed and unbilled revenues found on the Company's balance sheet. (See line 

[I] on HECO-R-1905, page 2.) 

What is the payment lag? 
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The payment lag is comprised of goods and services received before its costs are 

paid. It is representative of an average accounts payable or other accrued payables 

that are not otherwise reflected in the determination of rate base. (See lines [2] to 

[13] on HECO-R-1905, page 2.) Costs can be divided into three categories: 

Items that are expensed when incurred 

Items that are recorded as assets 

Items that offset liabilities 

In doing a lead-lag study, care must be taken not to overlap what is 

considered in the working cash study with what is considered in rate base 

Careful consideration must be given to items that are recorded as assets and items 

that offset liabilities. If an item is captured in rate base, it does not need to be 

captured in working cash and visa versa, if an item is captured in worlung cash, it 

does not need to be captured in rate base. In general, assets and liabilities with 

expected lives over one year are captured in rate base and lags for the periods 

under 365 days are covered in the working cash study. 

Please explain how items that are expensed are handled in the working cash study. 

These items are immediately reflected on the income statement. The accounting 

journal entries ("JE) would be: 

JE #1 Debit Expense 
Credit Accounts Payable 

To record expense. 

JE #2 Debit Accounts Payable 
Credit Cash 

To record payment. 

Many operations and maintenance and administrative and general expenses 

26 will fall in this category. The payment lag would be the days between the first 
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transaction and the second transaction. 

Please explain items that are assets 

These items are capitalized as assets when the goods or services are received. The 

JEs would be: 

JE #1 Debit Asset 
Credit Accounts Payable 

To recognize the receipt of an asset 

JE #2 Debit Accounts Payable 
Credit Cash 

To record payment 

JE #3 Debit Expense 
Credit Asset 

To record expense 

Fuel inventory is an example of an item that falls in this category. The 

payment lag is comprised of the period from when the fuel is received (JE #1) to 

when it is paid (JE #2). The asset exists in the period between JE #1 and JE #3 is 

recognized as a separate component of rate base 

Please explain items that offset liabilities. 

These are payments to relieve liabilities. These items have already been 

expensed, but have not yet been paid. Simplified accounting journal entries 

would be: 

JE# 1 Debit Liability 
Credit Cash 

To record the payment of a liability. 

JE #2 Debit Expense 
Credit Liability 
To record a liability being incurred. 

The liability is relieved when it is paid. The payment lag is measured from 

the payment date to the date the liability is incurred. An example of an item in 
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this category is deferred income taxes. In the case of the working cash associated 

with income taxes, in this application, HECO assumed that the income tax 

expense balance was sufficiently representative of the estimate of tax payments 

(as evidenced by the fact that there was not much change in the beginning of year 

and end of year accumulated deferred tax balance). HECO based its lead-lag 

study of income tax payments on the fact that income tax payments are 

specifically identified with the tax year and we assumed that the tax expense and 

the tax payments were both incurred ratably over the entire year (ie. that there was 

no significant fluctuation in the accumulated deferred income tax balance 

throughout the year). 

Pension Costs in Working Cash 

How did HECO treat pension costs in its lead-lag study? 

HECO included its net periodic pension cost ("NPPC") estimate in the lead-lag 

study with a revenue collection lag days consistent with all other items (38 days in 

direct testimony, subsequently reduced to 37 days in rebuttal testimony) and a 

payment lag of zero. 

Why did HECO include NPPC in the revenue collection lag calculation? 

HECO's position is that the revenues associated with NPPC are subject to the 

same revenue collection lag as any other item forming the basis for its revenue 

estimate. All revenues are subject to the revenue collection lag and pension 

expense should be included in the estimate of revenue collection lag. HECO does 

acknowledge that in the past, the Commission has disallowed the revenue 

collection for certain other non-cash items. However, the Company still maintains 

its position that all revenue should be included in the revenue collection lag; 

therefore HECO included the NPPC in the revenue collection lag. 



HECO RT-19 
DOCKETNO.04-0113 
PAGE 16 OF 23 

How does HECO determine its pension fund payments? 

Funding policy relating to the pension fund is discussed by Ms. Price in T-15 and 

Ms. Sekimura in RT-16. Basically, pension funding requirements under the 

Employee Retirement Income Security Act of 1974 and the Internal Revenue 

Code provide minimum and maximum guidelines for funding. Within the 

minimum and maximum guidelines for funding, the Pension Investment 

Committee of the pension plan considers other financial impacts. 

How does HECO determine its net periodic pension costs ("NPPC")? 

As discussed by Ms. Price in T-15 and Ms. Sekimura in RT-16, the NPPC is 

calculated by the actuaries in accordance with Statement of Financial Accounting 

Standards No. 87, "Employers' Accounting for Pensions". 

How did HECO determine the payment lag of zero associated with the pension 

fund contributions? 

HECO captured all prior actual and estimated future net periodic pension costs 

("NPPC") and pension payments in its calculation of the beginning of test year 

and end of test year prepaid pension asset; therefore HECO's position is that there 

is no positive or negative payment lag associated with pension payments in the 

working cash. As such, the lead-lag study for pension reflected a zero payment 

lag day. Although the NPPC estimate was presented in the workpaper supporting 

the pension payment lag, there is no expected pension contribution, therefore there 

is actually no expected pension payment and no pension payment lag. 

What is the CA's position with respect to the pension payment in working cash? 

CA witness, Mr. Brosch in CA-T-1, page 11 1 takes the position that HECO did 

not conduct a cash flow study and that a study should be conducted. The CA's 

calculations of working cash, as presented in CA-WP-101-B9, assume a 30 day 
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lag for pension, the same lag days as other non-labor O&M. A 30 day payment 

lag for pension, applied to the NPPC, decreases working cash by approximately 

$300,000. 

Did HECO conduct a study of pension cash flows? 

Yes, we analyzed all pension payments for the period 1999 through 2004. They 

are shown on HECO-R-1905, page 4. The five years of pension cost and pension 

payment activity clearly shows that pension payments are not directly linked to 

any specific NPPC nor are they directly linked to costs of any specific year. It is 

not necessary to link the payments to specific costs, since all cash payments for 

the pension are properly captured by inclusion of the prepaid pension asset in rate 

base. It would also not be meaningful to try to directly link each payment to a 

specific cost, since the payments do not correspond to expenses in any particular 

year. 

What is the DOD's position with respect to the pension payment in working cash? 

The DOD witness, Mr. Smith in DOD T-1, revised the payment lag days for 

O&M non-labor to apply the 30 day payment lag to pension, resulting in an 

increase of the O&M non-labor lag days from 29 to 30 days. In response to 

HECODOD-IR-102, Mr. Smith discusses pension as an "accrued but unpaid" 

expense. 

In this rate case, is pension an "accrued but unpaid" expense? 

No. In this rate case, the NPPC is recognizing expense which has been prepaid. It 

is offsetting the prepaid pension asset. As shown on HECO-R-1905, page 5, as of 

the beginning of the test year, cash payments have exceeded the NPPC 

recognized. In the test year estimates, the NPPC accrual is properly taken into 

account in the prepaid pension asset calculation and the fact that there are no 
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anticipated payments to the pension fimd have also been taken into account in the 

prepaid pension asset calculation. Again, by including the prepaid pension asset 

in rate base, all the working cash aspects of pension funding are properly 

accounted for. 

Should the cash flow impacts of the pension be captured in working cash for 

ratemaking purposes? 

No, based on the current pension activity, it is not appropriate to do a working 

cash study for pension. The basic problem with doing a quantification through a 

working cash study is that working cash studies typically use historical or 

projected one-year periods. For pension, both the expense and the cash 

contributions are extremely volatile; therefore the results will be skewed 

depending on the period that is examined. Further, the "lag" between the expense 

and the cash flow can be extremely long, such that expenses and cash flow cannot 

be "matched", as is typically done in a working cash study. In fact, in this case, 

they do not match, since there are cumulative payments in excess of cumulative 

cost recognition (as evidenced by the prepaid pension asset balance). This would 

require a projection of when the net payments (or negative costs) will be matched 

by cost recognition, which may be many years in the future. By incorporating the 

prepaid pension asset (or liability if the pension had a liability balance) in rate 

base, the cumulative cash flow and cumulative cost recognition is properly 

reflected in rate base. 

How should the "lag" between when cash is paid to the pension trust and when 

NPPC is recognized be treated for ratemaking purposes? 

Cash paid to the pension fund in advance of the recognition of pension expenses 

has appropriately and completely been captured by the inclusion of prepaid 



HECO RT- 19 
DOCKET NO. 04-01 13 
PAGE 19 OF 23 

pension asset in rate base. The inclusion of the prepaid pension asset in rate base 

properly captures the cash flow of pension payments. 

OPEB Costs in Worhnq Cash 

Q. How did HECO treat OPEB costs in its lead-lag study? 

A. HECO included its OPEB net periodic postretirement benefit cost ("NPPBC") 

estimate in the lead-lag study with a revenue collection lag days consistent with 

all other items (38 days in direct testimony, subsequently reduced to 37 days in 

rebuttal testimony) and a payment lag of zero. 

Q. Why did HECO include OPEB NPPBC in the revenue collection lag calculation? 

A. HECO's position is that the revenues associated with hTBC are subject to the 

same revenue collection lag as any other item forming the basis for its revenue 

estimate. All revenues are subject to the revenue collection lag and NPPBC 

should be included in the estimate of revenue collection lag. As with the pension 

expense, HECO acknowledges that in the past, the Commission has disallowed 

the revenue collection for certain other non-cash items. However, the Company 

still maintains its position that all revenue should be included in the revenue 

collection lag; therefore HECO included in the NPPBC in the revenue collection 

lag. 

Q. How does HECO determine its OPEB bust fund payments? 

A. As discussed by Ms. Price in T-15, as directed by the Commission in D&O No. 

13659, HECO h d s  the entire postretirement costs to the maximum extent 

possible using tax advantaged funding vehicles. Also, as indicated in response to 

CA-IR-519, there are no mandatory contribution dates for OPEB plans. 

Q. How does HECO determine its OPEB NPPBC? 

A. As discussed by Ms. Price in T-15, the NPPBC is calculated by the actuaries in 
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accordance with Statement of Financial Accounting Standards No. 106, 

"Employers' Accounting for Postretirement Benefits Other Than Pensions". 

How did HECO determine the payment lag associated with the OPEB 

contributions to the OPEB tmst? 

HECO captured all prior actual and estimated future OPEB NPPBC and OPEB 

contributions in its calculation of the OPEB liability, which is a deduction in the 

rate base calculation; therefore there is no payment lag associated with OPEB 

payments in the working cash. As such, the lead-lag study for OPEB reflected a 

zero payment lag day. 

What is the CA's position with respect to the OPEB contribution in working cash? 

Similar to pension, CA witness, Mr. Brosch in CA-T-1, page 11 1 takes the 

position that HECO did not conduct a cash flow study and that a study should be 

conducted. The CA's calculations of working cash, as presented in CA-WP-101- 

B9, assume a 30 day lag for OPEB payments, the same lag days as other non- 

labor O&M. A 30 day payment lag for OPEB, applied to the test year NPPBC, 

decreases working cash by approximately $400,000. 

Did HECO conduct a study of OPEB cash flows? 

Yes, we analyzed OPEB payments for 2003 and 2004. They are shown on 

HECO-R-1905, page 5. However, as I discussed, since all the cash flow impacts 

of OPEB payments are captured in the adjustment to rate base for the OPEB 

liability, the correct payment lag for OPEB payments in the working cash study is 

zero. 

What is the DOD's position with respect to the OPEB contribution in working 

cash? 

Similar to his proposed treatment of pension payments, DOD witness, Mr. Smith 
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in DOD T-1, revised the payment lag days for O&M non-labor to apply the 30 day 

payment lag to OPEB, resulting in an increase of the O&M non-labor lag days 

from 29 to 30 days. In response to HECODOD-IR-102, Mr. Smith discusses 

OPEB as an "accrued but unpaid" expense. 

Q. Is OPEB an "accrued but unpaid" expense? 

A. Yes. In this case, OPEB is an accrued but unpaid expense as shown by the fact 

that it is a liability, "OPEB Liability". In the test year, costs of $6.1 million ($7 

million NPBC less executive life of $900,000) are less than expected payments of 

$7.4 million; therefore the OPEB Liability balance will decline in the test year. 

Q. How should the "lag" between when OPEB NPPBC is recognized and when cash 

paid to the OPEB trust be treated for ratemaking purposes? 

A. Cash paid to the OPEB trust has appropriately and completely been captured in 

the Company's estimate of OPEB Liability. By deducting the OPEB Liability in 

the calculation of rate base, there is no need to include any payment lag in 

working cash. 

Changes in Working. Cash 

Q. Was there any change in HECO's estimate of working cash? 

A. Yes. The revised estimate of working cash is $10,107,000 at present rates and 

$1,648,000 at proposed rates as shown on HECO-R-1905, page 1. 

Q. Why did the estimated working cash change? 

A. The change to the working cash estimate was due to a change in the revenue 

collection lag days, a change in the fuel payment lag days, a change in the O&M 

labor payment lag days, and changes in the estimates of annual expense amounts. 

Q. Why did the revenue collection lag days change? 

A. The revenue collection lag day change from 38 days in direct testimony to 37 days 
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in rebuttal is discussed by Mr. Darren Yamamoto in HECO RT-9. 

Do the CA and DOD agree to the change in the revenue collection lag days? 

Yes. Both the CA's and DOD's working cash calculation in their testimony 

utilized the 37 days for the revenue collection lag. 

Why was there a change to the fuel payment lag days? 

The fuel payment lag days was revised &om 12 days in direct testimony to 16 

days in rebuttal, as shown on HECO-R-1905, page 1, column B. The fuel 

payment lag revision was previously identified in HECO's response to CA-IR- 

524. 

Do the CA and DOD agree to the change in the fuel payment lag days? 

Yes. Both the CA's and DOD's working cash calculation in their testimony 

utilized the 16 days for the fuel payment lag. 

Why did the O&M labor payment lag days change? 

The O&M labor payment lag days was revised from 12 days in direct testimony 

to 11 days in rebuttal, as shown on HECO-R-1905, page 1, column B. The O&M 

labor payment lag revision was previously identified in HECO's response to 

DOD-LR-9-8. 

Do the CA and DOD agree to the change in the O&M labor payment lag days? 

Yes. Both the CA's and DOD's working cash calculation in their testimony 

utilized the 11 days for the O&M labor payment lag. 

What are the revised estimates of the working cash annual expense amounts? 

The revised test year estimates of the expense amounts for the working cash items 

are shown in HECO-R-1905, page 1, column D, "Annual Amount". 

Who estimates these revised working cash item expense amounts? 

Changes to the test year estimates of the expense amounts for the working cash 
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items are provided by the HECO witnesses who present the Company's estimates 

of operating expenses. 

SUMMARY 

What is your conclusion as to the rate base proposed by the Company? 

HECO proposes that the Commission allow the use of an average rate base of 

$1,117,830,000 at present rates and $1,109,372,000 at proposed rates for the 

calculation of revenue requirements in this docket. 

Does this conclude your testimony? 

Yes. 
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Investment in Assets 
Serving Customers 
Net Cost of Plant in Service 
Property Held for F u h ~ e  Use 
Fuel Inventory 
Materials & Supplies Inventories 
Unamortized Net SFAS 109 

Regulatory Asset 
Prepaid Pension Asset 
Unamortized OPEB Regulatory Asset 
Unamoxtized System Development Costs 
Working Cash at Present Rates 

Total Investments in Assets 

Funds from Non-Investors 
Unamortized CIAC 
Customer Advances 
Customer Deposits 
Accumulated Deferred Income 

Taxes 
Unamoxtized ITC 
Unamortized Gain on Sales 
OPEB Liability 
Deferred Rent Expense (King St Lease) 

Total Deductions 

Average Rate Base 
at Present Rates 

Hawaiian Electric Company, Inc. 
2005 Average Rate Base 

($ in thousands) 

Beginning of End of Average for 
Year 2005 Year 2005 x!!B 

1,241,908 1,276,313 1,259,111 
599 599 599 

44,484 44,484 44,484 
10,425 9.789 10,107 

HECO 
Reference 
R-1902 

CA-IR-95 & 1804 
RaOB 

CA-IR-95 & 1903 

Change in Working Cash (8,458) R-1905 

Average Rate Base 
at Roposed Rate 
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Hawaiian Elecaic Company, Inc. 
Net Cost of Plant in Senice 

($ in thousands) 

Accum Removal Reg Net Plant In HECO 
Onieinal Cost J&&&y Reference 

Recorded Balances - 12/31/03 2,108,795 (821,485) (118,110) 1,169,200 

CHANGES in 2004: 
Net Plant Additions 146.577 146577 CA-IR-% 
Cost of Removal 4,773 4,773 CA-IR-% 
Salvage (279) (279) CA-IR-96 
Depreciation Accrual (78,315) (78315) CA-IR-96 
D e w  Accrual Reclass related 

to Cost of Removal ' 18,299 (18299) 0 CA-IR-96 
Retirements ' (25,355) 25,355 0 CA-IR-96 
Net adjustments (48) (48) CA-IR-% 

Recorded Balances - 12/31/04 2,229.969 (856,146) (131915) 1.24 1.908 

ESTIMATED CHANGES in 2005: 
Net Plant Additions 109,823 109,823 R-1801 
Cost of Removal 4.867 4,867 R-1601 
Salvage (205) (205) R-1601 
Depreciation A c c ~ a l  (80,080) (80,080) R-1601 
Deprec Accrual Reclass related 

to Cost of Removal ' 21,457 (21,457) 0 

Retirements (9.880) 9,880 0 R-1601 

Estimated Balances - 12/31/05 2,329,912 (904,889) (148,710) 1,276,313 

AVERAGE 2005 BALANCE 1,259,111 

' Repnxnts the amount of removal uats that has been included in the depnciation expense that wiU be mhs i f i ed  

as a liabilitj for tinaocial sratemeot purpmer. The 2005 TI reclass amount was calculated baed m the depreciable 
plant balance @ 1/1/05 multiplied by the net salvage rate appmved by the PUC in Docket NN 02-0391. Decision and Order No. 

21331 dated September 3 . 2 W .  

Original ual of estimated retiremots for the mpeccive year 

B e  amwat d m  om include the ammiation of the Kiog Street h e  
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Hawaiian Electric Company, Inc. 
Unamortized Contributions In Aid of Construction 

($ in thousands) 

HECO 
Reference 

RECORDED BALANCES - 121131103 143,814 

CHANGES in 2004: 
Cash Receipts 4,135 CA-IR-99 
In-Kind Receipts 3,608 CA-IR-99 
Transfer from Advances 52 CA-IR-99 
Amortization (7,287) CA-IR-99 

RECORDED BALANCE - 12/31/04 144,322 

ESTIMATED CHANGES in 2005: 
Cash Receipts 9,790 R-1802 
In-Kind Receipts 4,729 R-1802 
Transfer from Advances 48 R-1802 
Amortization (7,484) CA-IR-5 15 

ESTIMATED BALANCE - 12/31/05 151.405 

AVERAGE 2005 BALANCE 147,864 

NOTE: Totals may not add exactly due to rounding. 
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Hawaiian Electric Company, Inc. 
OPEB Liability 
($ in thousands) 

HECO 
Reference 

RECORDED BALANCE - 12/31/03 18,210 

Less: Executive Life Exp for 1993-2003 (6,937) 
Add: Deferred Comp Payments for 1993-2003 419 

ADJUSTED BALANCE as of 12/31/03 1 1,692 

Add: FAS 106 Cost 
Less: Executive Life Expense 
Less: Contributions 

RECORDED BALANCE - 12/31/04 

Add: FAS 106 Cost 

Less: Executive Life Expense 

Less: Contributions 

ESTIMATED BALANCE - 1213 1/05 

AVERAGE 2005 BALANCE 

NOTE: Totals may not add exactly due to rounding. 

6,233 1504 
(855) 1504 

(6,680) Per instructions from HEI. 

7,034 1 Per June 15,2005 update, 
(900) Attachment 8, p. 3 

* The 2005 year end estimate of tbe OPEB Liability should have reflected $9,088K, which 
results in a test year average of $9,739K, vs. tbe $9,084K year end and $9,737K 
average balance shown in HECO-R-1901. 



Hawaiian Electric Company, Inc. 
WORKING CASH ITEMS, 2005 

($ in thousands) 

( A )  (B) ( C )  ( D )  ( E )  (P) ( 0 )  (H) 
Revenue Payment Net Annual Average Working Cash Average Working Clsh 
Collection Lag Payment Collection Amount Daily Required Daily Required 

Lag Workpaper Lag Lag Workpaper Annual Amount - (Provided) under Amount - (Provided) under 
(Days) Reference (Days) (Days) Reference Amwnt Raen t  atesent Rates Proposed Proposed Rates 

(A) - (B) (D)1365 ( C ) x ( E )  (D) 1365 ( C ) x ( G )  
ver HECO . HECO 

RT-9 
ITEMS REQUIRING WORKING CASH: 

Fuel Purchases 
G&M L a b  
O&M Nonlabor 

ITEMS PROVIDING WORKING CASH: 

Purchased Power 37 WP-1907, p. 33 
Revenue Taxes - Present Rates 37 WP-1907. p. 39 
Revcnuc Taxec - Proposcd Rates 37 WP- 1907. p 39 
Income Tarcs - Present Rater 37 WP-1907. D. 43 
Income Taxes - Proposed Rates 37 WP-1907, b. 43 

Total WORKING CASH 

Change in WORKING CASH 
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Hawaiian Uecuic Carpuly. Lnc. 
WORKING CASH ITEMS. 2W5 
(I in fbownds) 

At h t  Ilater A t R o p o s E d h  
Annual Daily Ann4 Daily 
Ammt Ammt  Lag Dayr WahhgCsph Amount &t Woll;ing&h 

A B C D E F 0 
A1365 B*C ED65 C*P 

[8] O k  Non-Lahx0&MS 78,956 216.3 30 6559 78.956 216.3 6559 
191 SutnMat O&M Non-Labm 89.503 245.2 7,0385 * 89.503 245.2 7.038.5 * 
[lo] Ruchastd Power 345,433 946.4 39.0 36,909 345,433 946.4 36,909 

[I21 LnmmcTarcs 
[I31 Totzl P a p t  Lag 

[I41 Nu W W g  Carh 
N a  WaLiklg Cash pa p. 1 
Diffmce due tornunding 

' Pcoriao crpnx Lstimatc ar UMS W i  Asuusl d$4,588k (pr HKD-R-1501) r 72% @ a d  m 2003 CdEmplqss 
Ben& ch.qed mOBM crpou). 

'OPEB ex- csGmse b a d  on 2005 OPEB ex- afS7.1381; (puHEMR-1501) r 72% mard ar 2003 % dEmplqss 
tkrstie cbsrpcd m OBM e l p o w ) .  

'ahsrNm-bberO&M = T d  O&M Nar-Labarcxpcnnc dS89.$@3k <HMX)-RWP-Z301, p.9). ku aber ifcm above. 

Difference due to rounding in the calculation of the weighted average payment Lag far NCU-Lah.  
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Hawaiian ElccIxic Company, Inc. 
Working Cash Sudy 
O&M Non-Labor Payment Lag 
Rk: S 1 1 ~ W W ~ ~ ~ Y ( T T l M T - 1 9 E . b ) l i r . * W B n c  

Sc+Ce: Per Suppming W&hcas 

Test Year Exoensc Total P a m n t  
( $ W s )  % of Total Lag Days Weighted Average 

Nae  A HECO-We-1907. p. 
29-32 

pcnsion ' 
om' 
Emission ~ e e s  
EPRID"es4 
Other Non-Lab01 O&M $78.956 88% 30 

$89,503 100% 
27 days 

[O&M Non-Labor Payment Lag 29 days1 

' Pension expense estimate based on 2005 Peosion Accmd of $4,588k (per HECO-R-1501) x 72% (based on 2W3 %of Employee 
Benefits charged to O&M expense). 

' OPEB expense estimate basal on 2005 OPEB expense of $7,138k (per HWX)-R-1501) x 72% (based on 2003 % of Employe 
Benefits charged to O&M expense). 

Emission Fees p a  HELX) T-6. No chaage E m  csiunatc pmeuted in Direct Testimwy. 
'EF'RI D m  per HECO-1604, page 2. No change from estimate pscntcd in Direct Testimony. 
5 Mhff Non-Labor O&M = Total O&M Non-Labor expense of $89,503k (HECO-RWP-2301, p.9). less 0th- items noted above. 
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Hawaiian Elatrie Compu,y. Inc 
Frepaid Pension Ass! Balancc 

Ending m a i d  
Date WPC Acrmal Tnut Conuibution A& Pml Dae ' Asxt B a l m  ' 

A B C D 
R i o r D - A + B  

Jan45 368.W 80.717.113 
FebM 368.W 80.349.1 13 
MardS 368.W 79.981.1 13 
A p 4 5  368.W 79.613.1 13 
May45 368.W 79.245.113 
Jun45 453.831 78.791.282 
lul45 382,305 78.408.977 
Aug45 382.305 78,026,672 
s-5 382305 77.644.367 
W 4 5  382505 77,262,062 
Nov45 382305 76,879,757 
Dec45 382,306 76,497,451 

Total ZOOS 4587,662 - 
1 Payment date n f l t a s  the day an internal Bank of Hawaii vansfer was made fmm HUI)'s Bank of Hawaii 

a m 1  lo HEI'E Bank of Hawaii ammmt. 00 this same day, h d s  wen wired horn the HEI a m t  to 
the Bank of NY. 

2 Emling Prepaid Pension Asset balances tie to aMLnt # 242069M) per G& Ledger Summary Rcpon 
a of June 30,2005. 

sauce: 
2003 data per '2W3 Revised Pension ConIribution Amount fw HECO" dated IZR6103 fmm B. Lee. 
2W4 dara per "2004 Find Pension and OPEB CoJl and Contribution Ammta for HECO - R e v i d  dated 
12129/04 fmm B. k. 
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Hawaii WsOic Compsny. Inc. 
Other Past-mircment Beocfib Omcr Thm P a i m  

Exec l i fe  
Date NPPC A& Adjvsmvaf Tmt Canbibutim A d  Pml Date' Ending liability' 

A B C D E 
Ria E+ABE 

Nov-03 588.378 70,338 
Ds43 588,378 70,338 1878.817 

Total uXn 6,905,766 644.050 7,363,555 

Mar* 631.583 71.283 2.W5.710 3L31104 11.291;993 
AwW 631,583 71.283 11,852,293 
M a y a  631,583 7 1.283 12.412393 
Jun* (41,171) 71,283 1,825.597 600104 10,474,543 
J&O4 519.457 71,283 10,922,717 

Au8-W 519.457 7 1.283 11,370,891 
wJJ4 519,457 71283 1.385.799 9/30/04 10,433,265 
0Cr-W 5 19,457 71283 10881.440 
Nov-W 519.457 7 1.283 11329,614 
Drc-04 519.458 71.283 1,387,825 I2/29/04 10,389,964 

TotalZW4 6,233,487 855,395 6.679.931 

Ian45 584542 75,019 87.500 1/3lX)5 10.81 1.987 
F M  584.542 75.019 11.321.511 
Mar* 584.542 75,019 1,857,585 3/31/05 9.973.449 
AprO5 584542 75.019 10,482,972 
May* 584,542 75.019 10.992.495 
lunM 594,133 75,019 3,860,065 6/MM5 9,651,545 
JuldS 586,140 75,019 10,162,666 
Aug-05 586.140 75,019 10.673.787 
sepOs 586,140 75.019 1,871,324 Porccast 9/3W05 9,313.584 
OccM 586.140 75.019 9,824,706 
Nov45 586.140 75.019 10,335,827 
DecM 586,144 75.019 1,758,827 Forecast 1229/M 9,088,125 

T d  2M)5 7,033,687 900,225 7,435.301 

I Paymeat date rrflecLF the day an internal Bank of Hawaii tnnsfcr was made han HECOS Bank of Hawaii acwunt to HEl's Bask 
of Hawaii acmuot On thir. same day, funds were wired fmm the HE1 accmmt to the Baolr of New Yak.  

Ending Liabiltiy balanff reconciles to the OPEB tiability GLaecouot #2532 pr Trial B h f f  as of June 30.2005. 

Sauru: 
2033 dam per "2W3 Final Pension and OPEB Cnst and Canuibutioo Amouotr f a  HECO" dated 711 1/03 fmm B. Irc. 

2W4 dam per "2004 Final Pension and OPEB Cost and Cmbibution Amavns f a  HECO - Revisal" dated 12/29/04 fmm B. Lee. 
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INTRODUCTION 

Please state your name, address, and occupation. 

My name is Dr. Roger A. Morin. My business address is Georgia State 

University, Robinson College of Business, University Plaza, Atlanta, Georgia, 

30303. I am Professor of Finance at the College of Business, Georgia State 

University and Professor of Finance for Regulated Industry at the Center for the 

Study of Regulated Industry at Georgia State University. I am also a principal in 

Utility Research International, an enterprise engaged in regulatory finance and 

economics consulting to business and government. 

Are you the same Dr. Morin who previously filed testimony in this proceeding? 

Yes. 

Please describe the purpose of your rebuttal testimony. 

I have been asked to rebut Mr. Hill's (U.S. Department of Defense) and Mr. 

Parcell's (Division of Consumer Advocacy) cost of capital testimony. 

Please describe how your rebuttal testimony is organized. 

My rebuttal testimony is organized in two sections, corresponding to each of the 

aforementioned individuals. I am also providing the Commission with an updated 

recommendation in view of the appreciable changes that have occurred in capital 

markets since I prepared my direct testimony, almost one year ago. 

Please summarize the rate of retum recommendations of the witnesses you are 

rebutting in this case. 

The rate of retum on common equity capital recommended by each witness I am 

rebutting in this case is as follows: 

Mr. Hill 9.0% 

Mr. Parcel1 8.5% -10.00% 
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I. REBUTTAL TO MR. HILL'S TESTIMONY 

Please summarize Mr. Hill's rate of return recommendation. 

Mr. Hill recommends a common equity return ("ROE) allowance of only 9.0%. 

which is in the lower portion of a range of 8.75% - 9.50%. In determining the 

cost of equity, Mr. Hill applies a DCF analysis to a group of 10 electric utilities. 

This study, summarized on page 38 of his testimony, produces a result of 9.21%. 

Mr. Hill performs three checks on his DCF result, based on the Modified 

Earningsfprice, Market-to-Book, and Capital Asset Pricing Model (CAPM) 

methodologies, respectively, and concludes that Hawaiian Electric Company's 

("HECO or the "Company") cost of equity lies in the lower part of a range of 

8.75% to 9.50%. Mr. Hill recommends that the lower point of his range be used 

to account for HECO's stronger than average capital structure. 

What is your general reaction to Mr. Hill's cost of common equity 

recommendation? 

My general reaction to his testimony, before I engage in a more technical critique, 

is that there are two major infirmities in Mr. Hill's testimony. First, I find that 

Mr. Hill's recommended 9.0% ROE for HECO lies completely outside the zone of 

reasonableness and well outside the zone of currently authorized rates of return fox 

major electric utilities in the United States. Mr. Hill's recommended drastic 

reduction in the Company's ROE down to only 9.0%, if ever adopted. would 

result in one of the lowest rate of return awards for a major electric utility in the 

country. I hesitate to think of its adverse consequences on the Company's credit 

ratings, the stock of its parent company, the Company's capital raising ability, and 

ratepayers. Moreover, Mr. Hill's single-digit recommended ROE lies well outside 

the zone of his own comparable companies' authorized ROES. These are clear 
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indications that his return on equity recommendation for HECO is too low. 

The second structural flaw of Mr. Hill's testimony is that his 

recommendation of 9.0% rests very heavily, if not exclusively, on the 

questionable results of the sustainable growth version of the DCF model. 

Essentially, that method requires Mr. Hill to assume the investor's expected r e t m  

on book equity (ROE). But the latter is precisely what we are trying to determine 

in this proceeding. It is therefore profoundly illogical and circular to assume an 

ROE in order to determine an ROE. Unfortunately, Mr. Hill has put all of his 

eggs in the fragile sustainable growth version of the DCF basket which causes 

him to recommend returns that are well below investors' required returns. 

Moreover, his checks on the DCF result are redundant and flawed, as I discuss 

later. 

What are the basic conclusions of your rebuttal to Mr. Hill's cost of equity 

testimony? 

Mr. Hill seriously understates HECO's cost of common equity. A proper 

application of cost of capital methodologies would give results substantially 

higher than those that he obtained. 

Please summarize your specific criticisms of Mr. Hill's testimony. 

I have sixteen specific comments: 

1) Return Recommendation Far Out of The Mainstream. Mr. Hill's 

recommended return is completely outside the zone of currently allowed rates 

of return for major electric utilities in the United States and for his own sample 

of companies. The average allowed return on equity for electric utilities in the 

years 2002, 2003, and 2004 was 11.2%, 11.0%. and 10.7%, respectively. 

These authorized returns exceed by a significant margin Mr. Hill's weak 9.0% 
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recommended return for HECO. Also, the currently authorized ROE for Mr. 

Hill's own comparable companies is much higher than his recommended ROE 

for HECO. 

2) The DCF model Understates the Cost of Equity. It is well-known that 

application of the standard DCF model to utility stocks understates the 

investor's expected return when the Market-to-Book ratio exceeds unity. This 

is particularly relevant in the current capital market environment where utility 

stocks, including Mr. Hill's sample companies. are trading at MIB ratios well 

above unity. 

3) DCF Dividend Yield and Flotation Costs. Mr. Hill's dividend yield 

component is understated by 30 basis points because it does not allow for 

flotation costs, and, as a result, a legitimate expense is left unrecovered. 

4) Sustainable Growth Method. Mr. Hill's principal, and in fact only, 

technique for estimating the growth component of the DCF model is the 

sustainable growth technique. There are logical inconsistencies in the 

sustainable growth technique employed by Mr. Hill in deriving his growth 

estimates because he is forced to assume the answer to implement the method. 

From Mr. Hill's own evidence, investors expect substantially higher returns for 

utilities than what Mr. Hill recommends. Moreover, Mr. Hill's selection of a 

sustainable growth rate for each company in his comparable group is 

ambiguous and extremely arbitrary. 

5) DCF Historical Growth Rates. Mr. Hill examines short-term historical data 

despite substantial changes occurring in the energy utility industry. 

Moreover, the historical growth rates that Mr. Hill examines in his DCF 

analysis are somewhat redundant since historical growth patterns are already 
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reflected in analysts' growth forecasts. which he also uses. Also, the stock 

price Mr. Hill uses in his DCF analysis is predicated on analysts' growth 

forecasts and not on historical growth rates. 

6 )  DCF Dividend Growth Rates. Mr. Hill examines historical and projected 

dividend growth in his DCF analysis even though electric utilities are reducing 

dividend payouts. Because energy utilities are expected to lower their 

dividend payout ratio over the next several years in response to heightened 

business risk. the use of dividend growth projections is inappropriate in the 

DCF model. Earnings growth projections are far more relevant at this point. 

7) Unreliable DCF Estimates. A test of the statistical relationship between 

growth and expected yield for Mr. Hill's DCF analysis shows that the 

hypothesis that the sample is truly risk-comparable must be rejected for the 

DCF estimates. 

8) MEPR and M / B  Checks. Mr. Hill's Modified Earnings Price Ratio (MEPR) 

and Market-to-Book Ratio (MBR) checks are merely two disguised versions 

of the DCF model, and do not, therefore, constitute independent stand-alone 

checks. 

9) The MEPR Method. The MEPR method is antiquated, is fraught with 

conceptual blemishes, and has disappeared from use. 

10) The M/B Method. The second check used by Mr. Hill, namely, the M/B 

ratio, is largely irrelevant. Moreover, Mr. Hill's views on the role of the MIB 

ratio in regulation are unjustly severe, illogical, and inconsistent. 

11) CAPM Market Risk Premium. Mr. Hill's estimate of the market risk 

premium is too low because he has erroneously employed geometric means 

instead of the correct arithmetic means. Use of the correct market risk 
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premium increases Mr. Hill's CAPM estimate of HECO's cost of equity by 

120 basis points. 

12) CAPM and the Empirical CAPM (ECAPM). The plain vanilla version of 

the CAPM used by Mr. Hill understates the Company's cost of equity for low- 

beta securities. 

13) Higher Projected Long-term Interest Rates. Mr. Hill's recommended ROE 

is not reflective of the forecast increase in capital costs. 

14) Capital Structure Adjustment. Mr. Hill's downward ROE adjustment in 

order to account for HECO's stronger capital structure relative to its peers is 

unwarranted. 

15) Logical Inconsistencies. There are several logical inconsistencies and 

contradictions in Mr. Hill's testimony. 

16) Unfounded criticisms. Mr. Hill's criticisms of my testimony are unfounded. 

I shall now discuss each criticism in turn. 

1. ALLOWED RETURNS 

Is Mr. Hill's rate of retum recommendation compatible with currently allowed 

returns in the electric utility industry? 

No, it is not. Allowed returns, while certainly not a precise indication of a 

company's cost of equity capital, are nevertheless important determinants of 

investor growth perceptions and investor expected returns. They also serve to 

provide some perspective on the validity and reasonableness of Mr. Hill's 

recommendation. 

The average allowed retum in the electric utility industry in the years 2002, 

2003, and 2004 as reported by Regulatory Research Associates was 11.2%. 
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11.0%, and 10.7%, respectively. These ROE awards exceed by a substantial 

margin Mr. Hill's recommended ROE of 9.0% for HECO 

I have also examined the range of returns currently allowed on common 

equity for the ten electric utilities in Mr. Hill's barometer group as reported in 

AUS Utility Reports survey for July 2005. The currently authorized ROES for 

Mr. Hill's sample, shown in the table below. average 11.03%: 

Company Allowed ROE 
Cen. Vermont Pub. Serv. 10.0% 
Cinergy Corp. 11.0% 
Cleco Corp. 12.3% 
Empire Dist. Elec. 11.0% 
Entergy Corp. 11.0% 
FirstEnergy Corp. 9.8% 
Hawaiian Elec. 11.2% 
Pinnacle West Capital 10.3% 
PNM Resources 10.3% 
Progress Energy 12.8% 
Cen. Vermont Pub. Serv. 10.0% 
AVERAGE 11.0% 
Source: AUS Utility Reports 7/2005 

In short, Mr. Hill's recommendation is outside the mainstream of the 

allowed rates of return that were current during the period in which Mr. Hill 

performed his analysis and lies outside the zone of recently authorized returns for 

electric utilities and for his own sample of companies. 

2. DCF MODEL WDERSTATES THE COST OF EQUITY 

Does Mr. Hill's DCF result understate the cost of equity? 

Yes, it does, and so does my own DCF result for that matter. Application of the 

DCF model produces estimates of common equity cost that are consistent with 

investors' expected return only when stock price and book value are reasonably 

similar, that is, when the Market-to-Book ( M B )  ratio is close to unity. As shown 
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below, application of the standard DCF model to utility stocks understates the 

investor's expected return when the M/B ratio of a given stock exceeds unity. 

This is particularly relevant in the current capital market environment where 

utility stocks are trading at IWB ratios well above unity and have been for two 

decades. The converse is also true. that is, the DCF model overstates the 

investor's return when the stock's M/B ratio is less than unity. The reason for the 

distortion is that the DCF market return is applied to a book value rate base by the 

regulator, that is, a utility's earnings are limited to earnings on a book value rate 

base. 

Can you illustrate the effect of the market-to-book ratio on the DCF model by 

means of a simple example? 

Yes. The simple numerical illustration shown in the table below demonstrates the 

result of applying a market value cost rate to book value rate base under three 

different M/B scenarios. The three columns correspond to three IWB situations: 

the stock trades below, equal to, and above book value, respectively. The last 

situation (shaded portion of the table) is noteworthy and representative of the 

current capital market environment. The DCF cost rate of 10%, made up of a 5% 

dividend yield and a 5% growth rate, is applied to the book value rate base of $50 

to produce $5.00 of earnings. Of the $5.00 of eamings, the full $5.00 are required 

for dividends to produce a dividend yield of 5% on a stock price of $100.00, and 

no dollars are available for growth. The investor's return is therefore only 5% 

versus his required return of 10%. A DCF cost rate of 1056, which implies $10.00 

of eamings, translates to only $5.00 of earnings on book value, a 5% return. 

The situation is reversed in the first column when the stock trades below 

book value. The $5.00 of earnings are more than enough to satisfy the investor's 
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dividend requirements of S1.25. leaving $3.75 for growth, for a total return of 

20%. This is because the DCF cost rate is applied to a book value rate base well 

above the market price 

Therefore, the DCF cost rate understates the investor's required return when 

stock prices are well above book, as is the case presently, and Mr. Hill's DCF 

results, the crux of his recommended ROE, understate HECO's cost of common 

equity capital. 

EFFECT OF MARKET-TO-BOOK RATIO ON MARKET RETURN 

Situation I 
Initial purchase price $25.00 
Initial book value $50.00 
Initial M/B 0.50 
DCF Return 10% = 5% + 5% 10.00% 
Dollar Return $5.00 
Dollar Dividends 5% Yield $1.25 
Dollar Growth 5% Growth $3.75 
Market Return 20.00% 

Situation 2 
$50.00 
$50.00 

1.00 
10.00 % 
$5.00 
$2.50 
$2.50 
10.00 % 

Situation 3 
~100 .00  
$50.00 

2.00 
10.00% 
$5.00 
$5.00 
$0.00 
5.00% 

Do regulators share these reservations on the reliability of the DCF model? 

Yes, I believe they do. My sentiments on the DCF model were echoed in a 

decision by the Indiana Utility Regulatory Commission (IURC). The IURC 

recognized its concerns with the DCF model and that the model understates the 

cost of equity. In Cause No. 39871 Final Order, the IURC states on page 24: 

"....the DCF model, heavily relied upon by the Public, understates 

the cost of common equity. The Commission has recognized this fact 

before. In Indiana Mich. Power Co. (IURC 8/24/90), Cause No. 

38728, 116 PUR4th 1, 17-18, we found: 

[Tjhe unadjusted DCF result is almost always well below what an) 

28 informedfinancial analyst would regard as defensible, and therefore 
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requires an upward adjustment based largely on the expert witness's 

judgment." 

The Commission also expressed its concern with a witness relying solely on 

one methodology: 

"......the Commission has had concerns in ourpast orders with a 

witness relying solely on one methodology in reaching an opinion on 

a proper return on equity figure. " 

(page 25) 

Is the Indiana Commission unique in that regard? 

No. it is not. Contrary to Mr. Hill's assertion on page 44 of his testimony, a vast 

majority of regulatory commissions do not rely solely on the DCF in setting the 

allowed rate of return on common equity. Instead, they utilize a variety of 

methods, as evidenced by the results posted in a survey conducted by the National 

Association of Regulatory Utility Commissioners (NARUC). 

Mr. Hill does not properly represent the results of this study in referring to 

that same survey. The principal finding of this survey is that the vast majority of 

regulators rely on all the evidence presented and do not necessarily subscribe to 

any one methodology. 

3. DCF DIVIDEND YIELD AND FLOTATION COSTS 

In your direct testimony, you stated that the return on equity should be adjusted to 

include an allowance for flotation costs. Please comment on flotation costs. 

Flotation costs are very similar to the closing costs on a home mortgage. In the 

case of issues of new equity, flotation costs represent the discounts that must be 

provided to place the new securities. Flotation costs have a direct and an indirect 

component. The direct component represents monetary compensation to the 
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security underwriter for marketing/consulting services, for the risks involved in 

distributing the issue, and for any operating expenses associated with the issue 

(printing, legal, prospectus. etc.). The indirect component represents the 

downward pressure on the stock price as a result of the increased supply of stock 

from the new issue. The latter component is frequently referred to as "market 

pressure". 

Flotation costs for common stock is analogous to the flotation costs 

associated with past bond issues which, as a matter of routine regulatory policy, 

continue to be amortized over the life of the bond, even though no new bond 

issues are contemplated. In the case of common stock, which has no finite life, 

flotation costs are not amortized. Therefore, the recovery of flotation cost 

requires an upward adjustment to the allowed retum on equity. 

As demonstrated in my original testimony, the expected dividend yield 

component of the DCF model must be adjusted for flotation cost by dividing it by 

(1 - 0, where f is the flotation cost factor. 

What flotation cost treatment did Mr. Hill recommend in this case? 

Mr. Hill's common equity retum recommendation does not include any allowance 

for issuance expense. Because Mr. Hill fails to include any allowance for 

flotation costs, his DCF estimates of equity costs are downward-biased by 

approximately 30 basis points as a result of that omission alone. 

I am surprised by Mr. Hill's reluctance to accept flotation costs. The 

flotation cost allowance to the cost of common equity capital is routinely 

discussed and applied in most corporate finance textbooks. 

Moreover, Mr. Hill's testimony contains an obvious inconsistency with 

regard to flotation costs. In his discussion of sustainable growth in the DCF 
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model, he recognizes that "investor expectations regarding growth from external 

source (sales of stock) must be considered and examined" (page 34 lines 25-26). 

Also, he employs a version of the DCF model that explicitly accounts for 

continuous external common stock issues over time and even quantifies the effect 

of such issues on company growth on his exhibit DOD-207 under the heading 

"external growth." Yet, he completely ignores the flotation costs that are 

associated with such common stock issues. 

Moreover, Mr. Hill's position concerning flotation costs is inconsistent with 

the Value Line forecasts that show that electric utilities will be issuing new 

common stock in the future. According to Mr. Hill's own data, the industry is 

scheduled to issue considerable amounts of new equity as per exhibit DOD-207 

pages 1-4 under the label "external growth' for 2006 and 2008-2010. 

How does Mr. Hill rationalize the omission of flotation costs? 

Mr. Hill offers five reasons as to why a flotation cost allowance is unwarranted. 

As I show below, all five reasons are not valid. 

Mr. Hill's first two arguments (page 41 lines 9-14, and page 41 lines 16-21) 

are that when new stock is issued above book value there is no need to 

compensate stockholders for a hypothetical dilution of book value that does not 

exist. I disagree. The simple fact of the matter is that in issuing common stock. 

the company's common equity account is credited by an amount less than the 

market value of the issue, so that the company must earn slightly more on its 

reduced rate base in order to produce a return equal to that required by 

shareholders. The stock's M / B  value is irrelevant. The costs are there irrespective 

of whether the stock trades above, below, or at book value. I shall comment on 

Mr. Hill's fixation on M/B ratios later in my rebuttal. 
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Mr. Hill's third argument (page 40 lines 14-19) is that the majority of the 

flotation costs are underwriter fees and that the latter are not out-of-pocket 

expenses incurred by the issuing utility and, as such, should not be recovered. 

This argument is erroneous. In theory. flotation costs could be expensed and 

recovered through rates as they are incurred. This procedure is not considered 

appropriate, however, because the equity capital raised in a given stock issue 

remains on the utility's common equity account and continues to provide benefits 

to ratepayers indefinitely. It would be unfair to burden the current generation of 

ratepayers with the full costs of raising capital when the benefits of that capital 

extend indefinitely. Although flotation costs are not expensed, they must 

nevertheless be recovered. As I indicated in my initial testimony, unlike the case 

of bonds, common stock has no finite life so that flotation costs cannot be 

amortized and must therefore be recovered via an upward adjustment to the 

allowed return on equity. 

Mr. Hill's third argument (page 40 lines 20-27) is that the stock price 

already reflects any accretion or dilution resulting from new issuances of 

securities. The simple fact of the matter is that, whatever stock price is set by the 

market, the company issuing stock will always net an amount less than the stock 

price due to the presence of intermediation and flotation costs. As a result, the 

company must eam slightly more on its reduced rate base in order to produce a 

return equal to that required by shareholders. 

Mr. Hill's suggestion that the flotation cost allowance is unwarranted 

because investors factor this shortcoming in the stock price implies that it is 

appropriate to use a deficient model because such a deficiency is reflected in stock 

prices. In other words, it would be appropriate to use a deficient model because 
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investors would be aware of this. Such circular reasoning could be used to justify 

any regulatory policy. For example, under Mr. Hill's reasoning, it would be 

appropriate to authorize a retum on equity of 1% because investors would reflect 

this fact in the stock price. Put somewhat differently, Mr. Hill's approach 

suggests that because the cost (or risk) of a particular event - in this case flotation 

costs - is merely reflected in the stock price investors do not require 

compensation for that risk in the allowed rate of return on equity. This is clearly 

illogical and erroneous. Any regulatory policy, as irrational as it may be, could be 

justified using this argument. 

Mr. Hill's fourth argument is a disguised variation of his first argument. 

That is, the growth component of the DCF model already contains an upward 

adjustment for selling stock above book value. and thus the flotation allowance is 

unwarranted. I have already commented on the fragility of that argument. 

My own recommendation is that investors be compensated for flotation costs on 

an on-going basis because such costs were not expensed in the past. and therefore 

that the adjustment must continue for the entire time that these initial funds are 

retained in the firm. My direct testimony provided numerical illustrations which 

clearly show that, even if a utility does not contemplate any further common stock 

offerings, a flotation cost adjustment is still permanently required. This is 

analogous to the flotation costs associated with past bond issues. which continue 

to be amortized over the life of the bond, even though no new bond issues are 

contemplated. 

In short, because Mr. Hill does not recognize flotation costs, his DCF 

estimates of equity costs are downward-biased by approximately 30 basis points, 
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as shown in my direct testimony. His criticisms of the flotation cost treatment in 

my direct testimony are unfounded as well. 

4. SUSTAINABLE GROWTH METHOD 

What specific DCF methodology did Mr. Hill employ to determine the cost of 

equity? 

Mr. Hill applied a DCF analysis to a sample of 10 electric utilities, using an 

expected dividend yield component based on a 6-week average stock price. For 

the growth component, Mr. Hill examined numerous growth rates, including 

sustainable growth rates. historical growth in book value, earnings, and dividends, 

Value Line growth forecasts, and the consensus growth reported in First Call, as 

shown on the various columns of his exhibit DOD-208 page 2. After reading his 

discussion of each company's growth rates in exhibit DOD-202, I was unable to 

reconstruct the logic of Mr. Hill's growth computation from the vast array of 

growth rates presented by Mr. Hill. In his final DCF analysis (exhibit DOD-210 

third column), Mr. Hill ends up choosing the sustainable growth rate estimates 

found on the first column of exhibit DOD-208 page 2, that in turn are found again 

in the last column of exhibit DOD-208 page 1, as his final DCF growth rate proxy 

The other ten proxies for growth shown on that same schedule are ignored. It is 

not clear to me as to why Mr. Hill estimates a vast compendium of historical and 

projected growth rates and, then uses only the sustainable growth proxy which. as 

I show below, is the most fragile proxy and is conceptually invalid. Adding the 

dividend yield component to the arbitrary growth component he selected for each 

company produced a cost of equity estimate of 9.21% reported on his exhibit 

DOD-210. 

Please comment on Mr. Hill's growth estimate in the DCF model? 
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Mr. Hill relies exclusively on the so-called sustainable growth method, where the 

growth rate is based on the equation g = b(ROE), where b is the percentage of 

earnings retained and ROE is the expected rate of return on book equity (ROE). 

He also accounts for the impact of external stock financing on growth by adding 

an external growth term (g = sv). 

I disagree with sustainable growth technique for five reasons: 1) the method 

is logically circular, for it required Mr. Hill to assume the ROE answer to begin 

with, 2) inconsistency with the academic empirical evidence, 3) the potential lack 

of representativeness of Value Line's forecasts as proxies for the market 

consensus, 4) a technical error, and 5) the arbitrary nature of Mr. Hill's 

sustainable growth estimates. I will now discuss each of these points in turn. 

Are the growth rates used by Mr. Hill consistent with his rate of return 

recommendation? 

No, they are not. Mr. Hill's sustainable growth methodology contains a puzzling 

logical contradiction. This is because the method requires an explicit assumption 

on the ROE expected from the retained earnings that drive future growth. Mr. Hill 

bases his ROE estimate on achieved ROES in the past five years 2000 - 2004 and 

on Value Line's forecast ROE for 2005,2006, and for the 2008-2010 period. But 

the ROES used by Mr. Hill in calculating his sustainable growth rate do not match 

Mr. Hill's ROE recommendation. The table below replicates the ROE forecasts 

used by Mr. Hill in deriving his sustainable growth rates. 
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Mr. Hill's Forecast ROE 
Sustainable Growth Estimates 

Company 2006 2008-2010 
Expected Expected 

ROE ROE 

1 Cen. Vermont Pub. Serv. 8.5% 
2 First Energy 11.5% 
3 Progress Energy 10.0% 
4 Cinergy Corp 12.0% 
5 Cleco Corp 12.5% 
6 Empire Dist. Elec. 10.0% 
7 Entergy Corp. 11.5% 
8 Hawaiian Elec. 11.0% 
9 PNM Resources 7.5% 

10 Pinnacle West Capital 9.5% 
Average 10.4% 

Source: Mr. Hill exhibit DOD-207 pages 1-4 

The average expected ROE range of 10.2% - 10.4% used in Mr. Hill's sustainable 

growth computation and reported on his exhibit DOD-207 exceeds his 

recommended 9.0%. Mr. Hill is assuming in effect that his sample companies 

will earn a ROE exceeding what he has determined to be their cost of equity 

forever. That is, he is assuming that these companies will earn a ROE higher 

than that granted by their regulators and reflected in their rates. While this 

scenario implicit in Mr. Hill's sustainable growth method may be imaginable for 

an unregulated company with substantial market power, it is implausible for a 

regulated company whose rates are set by its regulator at a level designated 

to permit the company to earn a return equal to its cost of capital. I consider 

this logical flaw extremely damaging to the integrity of Mr. Hill's analysis, and 

consider it to be a sufficient basis for rejecting Mr. Hill's results produced by this 

method. which constitute the cornerstone of his testimony, as I discuss further 

below. In essence, Mr. Hill is using an ROE that differs from his final 

recommended cost of equity, and is requesting the Commission to make two 
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inconsistent findings regarding ROE. I am perplexed as to why Mr. Hill assumes 

that his group of comparable electric utilities is expected to earn 10.2% - 10.4% 

forever, while at the same time he recommends an ROE of only 9.0%. The only 

way that these electric utilities can e m  an ROE of 10.8% - 11.4% is if rates are 

set so that they will in fact earn 10.2% - 10.4%. The only logical conclusion to be 

drawn from the data is that the group's cost of equity is 10.2% - 10.4%, since 

these are the returns implied in Mr. Hill's sustainable growth analysis. So: how 

can the cost of equity be any different from 10.2% - 10.4%? 

In short, Mr. Hill's implementation of the sustainable growth method is 

circular, for he is using an assumed ROE that exceeds his own recommended 

ROE. He is in effect using a growth forecast which implies that the companies 

will earn at a return rate exceeding his recommended equity range forever, while 

at the same time recommending that a different rate be authorized by the 

Commission. 

Is the sustainable growth rate technique consistent with the empirical evidence? 

Nol it is not. The second difficulty with the sustainable growth rate approach is 

that the empirical finance literature demonstrates this particular method of 

determining growth is a very poor explanatory variable of market value, and is not 

as significantly correlated to measures of value, such as stock price and 

pricefearnings ratios. 

Are value line's roe and retention ratio estimates representative of the market 

consensus? 

No. The third difficulty with Mr. Hill's sustainable growth rates is that exclusive 

reliance on Value Line forecasts of ROE and retention ratio runs the risk that such 

forecasts are not representative of investors' consensus forecast. 
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Please discuss the fourth problem with Mr. Hill's sustainable growth estimates. 

The fourth difficulty with Mr. Hill's sustainable growth approach is that the 

forecasts of the expected retum on equity published by Value Line are based on 

end-of-period book equity rather than on average book equity. The following 

formula, discussed and derived in Chapter 5 of my book, Regulatory Finance. 

adjusts the reported end-of-year values so that they are based on average common 

equity, which is the common regulatory practice: 

2 Bt 

r, = rt 

Bt + Bt.1 

Where: r, = retum on average equity 

I, = return on year-end equity as reported 

B, = reported year-end book equity of the current year 

Bt., = reported year-end book equity of the previous year 

The result of this error is that Mr. Hill's DCF estimates are understated by 

some 10-20 basis points, depending on the magnitude of the book value growth 

rate. 

Dr. Morin, were you or anyone on your staff able to scientifically replicate Mr. 

Hill's sustainable growth rate estimates? 

No, we were not. The last difficulty with Mr. Hill's sustainable growth rate 

estimates is that they are arbitrary, unreliable, and impossible to replicate 

scientifically. Let me illustrate my difficulty with one example. From his exhibit 

DOD-207 page 3, the table below directly replicates Mr. Hill's sustainable growth 

rate estimates for Hawaiian Electric Industries ("HE). 
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Retention Equity 
Ratio Return G 

2000 0.1448 1 1 .OO% 1.59% 
200 1 0.0236 9.80% 0.23% 
2002 0.2250 11.80% 2.66% 
2003 0.2346 11.30% 2.65% 
2004 0.2152 10.80% 2.32% 

AVG HIST br 1.89% 

2005 0.1448 10.00% 1.45% 
2006 0.2706 1 1 .00% 2.98% 
2008-2010 0.3500 11.50% 4.03% 

AVG PROJ br 2.26 % 

Mr. Hill picks 3.50% 

Source: Mr. Hill exhibit DOD-207 page 3 

The first column of numbers shows the historical and forecast retention 

ratios for various years, the second column shows the historical and forecast ROE, 

and the third column shows the product of the two columns, that is, the 

sustainable growth estimates for each year. From the various estimate shown in 

the last column, Mr. Hill picks 3.5% as his estimate of HE'S sustainable growth 

rate. This estimate bears little, if any, resemblance to any of the growth proxies 

shown in the last column, including the average growth from all his proxies. 

After trying every permutation and combination of historical and projected 

growth rates, including averages, truncated averages, and medians, I was 

completely unable to replicate Mr. Hill's final choice of 3.5% from estimates 

shown in the last column. 

The same is true for every company in his sample. I tried to match M r  

Hill's final estimate of "br" shown in the first column of exhibit DOD-208 page 1 

with the various estimate of "br" shown on exhibit DOD-207 for each company. 

There is little, if any. correspondence between Mr. Hill's final sustainable growth 
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estimates ("br") and the growth data from which they were derived. The 

estimates simply appear without any solid scientific foundation or derivation. 

5. DCF HISTORICAL GROWTH RATES 

Q. Please discuss the use of historical growth rates in applying the DCF model to 

energy utilities. 

A. In arriving at his proxies for the DCF growth component, Mr. Hill considers 

historical growth rates as reported by Value Line. Although he reports and 

discusses such growth rates on exhibit DOD-208, page 2, it is difficult to tell from 

his discussion of each company's growth rate to what extent he places reliance, if 

any, on historical growth rates. To the extent that he did, I disagree. 

Under circumstances of stability, it is reasonable to assume that historical 

growth rates in dividendsleamings influence investors' assessment of the long-run 

growth rate of future dividendsleamings. However, because of sea changes in the 

energy industry, historical growth rates have little relevance as proxies for future 

long-term growth. They are downward-biased by the sluggish earnings 

performance in the last decade, due to the structural transformation of the energy 

utility business from a regulated monopoly to a competitive environment. 

Moreover, historical growth rates are largely redundant because such 

historical growth patterns are already incorporated in analysts' growth forecasts 

that should be used in the DCF model. I therefore recommend that the 

Commission reject historical growth rates as proxies for expected growth in the 

DCF calculation. In fairness to Mr. Hill, however, he did not rely on historical 

growth rates in deriving his DCF estimates but instead relied solely on his 

sustainable growth estimates, as I discussed earlier. 
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6. DCF DIVIDEND GROWTH RATES 

Should value line's dividend growth forecast be considered in applying the DCF 

model to electric utilities? 

No. they should not. In arriving at his proxies for the DCF growth component, 

Mr. Hill considers historical and projected dividend growth rates as reported by 

Value Line (exhibit DOD-208, page 2). Although he reports such growth rates, it 

is difficult to tell from his discussion of each company's growth rate to what 

extent he places reliance, if any, on dividend growth rates. To the extent that he 

did. I disagree. 

There are two serious problems with the use of Value Line's dividend 

growth forecasts. First, heavy reliance on Value Line's in-house growth 

forecasts runs the risk that such forecasts are not representative of investors' 

consensus forecast. One would expect that averages of analysts' growth forecasts 

such as those contained in First Call or Zacks, rather than one particular firm's 

forecast, are more reliable estimates of the investors' consensus expectations 

likely to he reflected in stock prices. As discussed in my direct testimony, the 

empirical finance literature has shown that such consensus analysts' growth 

forecasts are reflected in stock prices, possess a high explanatory power of equity 

values, and are used by investors. Besides, as a practical matter, it is necessary to 

use earnings forecasts rather than dividend forecasts due to the extreme scarcity of 

dividend forecasts compared to the availability of earnings forecast. Given the 

paucity and variability of dividend forecasts, using dividend forecasts produces 

unreliable DCF results. 

Second, and more importantly, it is inappropriate to use the projected 

dividend growth of energy utilities at this time in the DCF model. The problem 
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with the use of Value Line's dividend growth forecasts, besides the fact that these 

forecasts are only one individual firm's forecasts, is that they are largely 

dominated by the anticipated dividend performance over the next few years, a 

period of transition to competition and higher business risk. But again, in fairness 

to Mr. Hill, he did not rely on dividend growth forecasts in deriving his DCF 

estimates but instead relied solely on his sustainable growth estimates. I am not 

sure why Mr. Hill included a large amount of historical and forecast growth data 

in his testimony only to place no reliance on such data. I suspect that the reason 

is that the DCF estimates that would result from historical and projected dividend 

growth proxies are unreasonably low. 

7. DCF RELIABILITY 

Q. Is there any statistical evidence that Mr. Hill's DCF estimates are unreliable? 

A. Yes, there is. In order for a group of companies to be truly risk-comparable, 

their costs of common equity should be identical. Alternatively, there must be a 

one-to-one correspondence between variations among the companies in the group 

with respect to growth (g) and variations with respect to expected yield (DIE). If 

one runs a statistical regression of growth on expected yield for a group of truly 

risk-comparable firms, one should obtain an estimated slope coefficient of 

dividend yield of -1.0. Otherwise, the sample is not risk comparable. 

A test of the statistical relationship between growth and expected yield for 

Mr. Hill's DCF analysis shows that Mr. Hill's DCF cost of common equity 

estimates resulted in slope terms that are statistically significantly different from 

1.0. Therefore, the hypothesis that the sample is truly risk-comparable must be 

rejected for the DCF estimates. 
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8. DCF CHECKS 

Are Mr. Hill's checks on his DCF results appropriate? 

No, I do not believe they are. Mr. Hill's Modified Earnings Price Ratio (MEPR) 

and Market-to-Book Ratio (MBR) checks are merely two disguised versions of 

the DCF model. and do not constitute independent stand-alone checks. It is not 

surprising, therefore, that the results from these two "checks" are similar to the 

results produced by the DCF model. In other words, the MEPR and MBR 

methods he has employed are redundant, as they are merely variations of the DCF 

method as Mr. Hill's derivations of these two approaches in exhibit DOD-203 

make abundantly clear. 

9. DCF CHECKS: EARNING-PRICE RATIO 

Please comment on Mr. Hill's eamings-price ratio method as a check on his DCF 

result. 

As one of three checks on his DCF results, Mr. Hill employs the MEPR method. 

According to this method. the return of eamings to shareholders is the cost to the 

company of equity funds, and the same rate of return must be earned on equity- 

financed assets to equal the cost rate 

The MEPR was discussed extensively in the corporate finance literature in 

the 196Os, and enjoyed some brief notoriety in regulatory hearings in that period. 

Today, the method has almost vanished from use because it produces unreliable 

results. In fact there are only two very limited cases in which the MEPR 

constitutes an accurate measure of the cost of equity and reduces to the standard 

constant-growth DCF model. The specific circumstances under which the MEPR 

ratio collapses to the standard DCF model are two-fold: (1) the case where all 

eamings are paid out in dividends, and (2) the case of an "ordinary" firm, that is, a 
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company without profitable opportunities earning a return on its new investments 

that is just equal to the cost of equity. Neither of these cases is present here. The 

former case lacks realism since most companies, including regulated utilities, do 

in fact retain earnings. The latter case is equally unrealistic since most utilities 

do face profitable opportunities. 

The MEPR is rarely, if ever, used in rate cases. If it is, extreme care and 

caution must be exercised that the assumptions underlying its use are not violated. 

One practical difficulty is to obtain an estimate of anticipated earnings, especially 

if earnings are subject to substantial seasonal fluctuation. Extrapolating historical 

earnings would pose additional problems if unrepresentative growth rates have 

distorted past earnings. In conclusion, Mr. Hill's MEPR results should be 

discarded by the Commission. 

10. DCF CHECKS: MARKET-TO-BOOK RATIO METHOD 

Please discuss Mr. Hill's views on market-to-book ratios. 

As a second check on his DCF result, Mr. Hill refers to market-to-book (M/B) 

ratios. His testimony contains numerous and lengthy references to M/B ratios. 

On page 15 and pages 16-19 and again on page 35 of his testimony, Mr. Hill 

argues that it is reasonable to assume that investors would expect the M/B ratio to 

have a tendency toward unity (line 22 page 35). He also argues that when a 

regulated utility has a MIB ratio greater than one, the earned return exceeds the 

cost of common equity (page 17 lines 7-9, page 20 lines 1-2, page 35 lines 4-7), 

implying that the regulating authority should lower the allowed return on equity, 

so that the stock price will decline to book value. I presume from his statements 

that Mr. Hill would find it plausible that stock prices drop from the current M/B 

value of well above 1.0 for most electric utilities, to the desired MIB ratio range of 
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1.0. 

There are several reasons why M / B  ratios are largely irrelevant and why I 

disagree with Mr. Hill's views of the role of M / B  in regulation. 

i) Mr. Hill's testimony strongly implies that regulators should set an ROE 

so as to produce a M/B of 1.0. This is erroneous. The stock price is 

set by the market, not by regulators. The MIB ratio is the result of 

regulation, not its starting point. The regime of regulation envisioned 

by Mr. Hill, that is, that the regulator will set an allowed rate of return 

so as to produce a M/B of close to 1.0, presumes that investors commit 

capital to a utility with a M/B in excess of 1.0, knowing full well that 

they will be inflicted a capital loss by regulators. Such behavior on 

the part of investors is certainly not a realistic or accurate view of 

investment or regulation. To employ an analogy from Mr. Hill's pages 

50-51, imagine a broker trying to sell to an investor with a return 

requirement of 10% a utility stock priced at $100 per share and whose 

M / B  ratio is 2.0. "I've got a stock for you that's going to pay a 10% 

return on a $50 book value - in other words one share will get you $5 

but each share has to drop from $100 to $50 in order for the price to 

drop to book value. Are you interested?" No investor in his (her) 

right mind would pay $100 for a stock that is going to drop to $50. 

Mr. Hill's position on M/B ratios defies logic. 

ii) While it is true that if investors expect a utility to earn an ROE equal to 

its cost of equity in each period, then its M / B  ratio would be 

approximately 1.0, this is only true in a long-run sense and is only 

applicable to a utility 1) whose assets are all 100% regulated, 2) whose 
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rate base equals invested capital and 3) when there is no inflation. 

None of these situations prevail. given that utility stocks have been 

trading well above book value for two decades. 

Clearly, a company's achieved earnings in any given year are 

likely to exceed or be less than their long-run average. Depressed or 

inflated M/B ratios are to a considerable degree a function of forces 

outside the control of regulators, such as the general state of the 

economy, or general economic or financial circumstances which may 

affect the yields on securities of unregulated as well as regulated 

enterprises. 1 regard the achievement of a 1.0 M/B ratio as 

appropriate. but only in a very long-run sense, for utilities with no 

unregulated assets, and in a world where historical costs of assets 

minor replacement costs. For utilities to exhibit a long-run M/B ratio 

of 1.0, it is clear that during economic upturns and more favorable 

capital market conditions, the M/B ratio must exceed its long-run 

average of 1.0 to compensate for the periods during which the M/B 

ratio is less than its long-run average under less favorable economic 

and capital market conditions. 

iii) The traditional ME3 does not reflect the replacement cost of a 

company's assets. The fundamental goal of regulation should be to set 

the expected economic profit for a public utility equal to the level of 

profits expected to be earned by firms of comparable risk, in short, to 

emulate the competitive result. For unregulated firms, the natural 

forces of competition will ensure that in the long-run the ratio of the 

market value of these firm's securities equals the replacement cost of 
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Do you have any more comments on Mr. Hill's market-to-book views? 

Yes, I do. Mr. Hill argues that utility stocks should trade at or near book value 

It is highly unusual for utility stock prices to equal book value. Stock prices 

above book value are common for utility stocks, and indeed for all of the major 

market indexes. It is obvious that regulators, through their rate case decisions, and 

investors do not subscribe to Mr. Hill's position that utilities that have market 

prices above book value are over-earning. Otherwise, regulators would not grant 

rate increases for any utility whose stock price was above book value, and 

investors would never bid up the price of stock above book value. It is very 

difficult to accept Mr. Hill's notion that, in a free-market economy with rampant 

competition, the vast majority of all publicly-traded stocks are earning well in 

excess of their cost of capital. 

Mr. Hill's views on the role of M/B are certainly not corroborated by the 

historical facts. Utility M/B ratios have been consistently above 1.00 for almost 

two decades. Are we to conclude that regulators have been systematically 

misguided all across the United States for all these years? Or are we to conclude 

that M/B ratios are largely irrelevant, and that Mr. Hill's views on the role of M/B 

ratios are erroneous? I subscribe to the latter view, and I conclude that Mr. Hill's 

M/B-based cost of equity estimates should be dismissed by the Commission along 

with his views on the M/B ratio. 

Finally, Mr. Hill's discussion in his exhibit DOD-203 (pages 8-9) implies 

that. when stock prices and book values diverge, as they do now and have been 

for two decades, both the EPR and forecast ROE will misspecify the cost of 

equity. Nevertheless, he averages the results of these two methods as an indicator 

of investors' expected cost of equity. It is indeed disconcerting to assume that an 
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1 average of two inaccurate measures of the cost of equity will provide a reasonable 

2 result. 

3 11. CAPM MARKET RISK PREMIUM 

Does Mr. Hill employ a CAPM estimate? 

Yes, he does. As a third check on his DCF estimate. Mr. Hill performs a CAPM 

analysis of the cost of common equity. In his exhibit DOD-203, Mr. Hill first 

points out some of the theoretical blemishes of the CAPM and focuses selectively 

and unfairly on the 1992 Fama and French critique of the theory. It is interesting 

that Mr. Hill chooses to critique CAPM theory, yet devotes no such criticism to 

the DCF model. Had Mr. Hill conducted a theoretical assessment of the DCF 

method, he would have found the theoretical foundations of the DCF model even 

more fragile. Later in my rebuttal, I discuss the numerous assumptions that 

underlie the DCF model and their lack of realism, and contrast these assumptions 

with those underlying the CAPM. It is also interesting that Mr. Hill relies on the 

CAPM in order to estimate the appropriate return adjustment for HECO's stronger 

capital structure, relative to its peers. 

Do you agree with Mr. Hill's CAPM analysis? 

No, I do not. Mr. Hill's CAPM check is flawed for two reasons. First, the use of 

geometric average of realized returns is erroneous. Second, the use of the plain 

vanilla CAPM understates the cost of capital. 

Please comment on the use of arithmetic averages versus geometric averages in 

measuring expected return. 

One major issue relating to the use of realized returns is whether to use the 

ordinary average (arithmetic mean) or the geometric mean return. Mr. Hill uses 

both the geometric mean return and the arithmetic mean return in his CAPM 
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analysis (see exhibit DOD-211). Only arithmetic means are correct for 

forecasting purposes and for estimating the cost of capital. As demonstrated 

formally in Chapter 11 of my book, Regulatory Finance. and in Brealy & Myers' 

best-selling corporate finance textbook, Principles of Coruorate Finance, only 

arithmetic averages can be used as estimates of cost of capital. and the geometric 

mean is not an appropriate measure of the cost of capital. I also note that the 

widely-cited Ibbotson Associates publication from which Mr. Hill's market return 

estimate is derived contains a detailed and rigorous discussion of the impropriety 

of using geometric averages in estimating the cost of capital. There is no 

theoretical or empirical justification for the use of geometric mean rates of returns. 

I know of no textbook on finance or scientific journal article which advocates the 

use of the geometric mean as a measure of the appropriate discount rate in 

computing the cost of capital or in computing present values. 

The net effect of Mr. Hill's use of the geometric mean market risk premium 

of 5.0% rather than the arithmetic mean of 6.6% is to decrease his estimates of the 

required market return by 1.60%, that is, the difference between the arithmetic 

and geometric mean reported in the aforementioned Ibbotson Associates 

publication. This in turn translates into an understatement of HECO's cost of 

equity by approximately 1.25% (125 basis points). The latter estimate is derived 

by assuming that HECO's beta is 0.78 from Mr. Hill's exhibit DOD-211 and 

multiplying that beta by 1.670, the difference between the arithmetic and 

geometric mean risk premiums for stocks over government bonds. 

Can you provide a brief explanation as to why the arithmetic mean is preferable to 

the geometric mean when estimating the cost of capital? 

The use of the arithmetic mean appears counter-intuitive at first glance, because 
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we commonly use the geometric mean return to measure the average annual 

achieved return over some time period. For example, the long-term performance 

of a portfolio is frequently assessed using the geometric mean return. 

But performance appraisal is one thing, and cost of capital estimation is 

another matter entirely. In estimating the cost of capital, the goal is to obtain the 

rate of return that investors expect, that is, a target rate of return. On average, 

investors expect to achieve their target return. This target expected return is in 

effect an arithmetic average. The achieved or retrospective return is the geometric 

average. In statistical parlance, the arithmetic average is the unbiased measure of 

the expected value of repeated observations of a random variable, not the 

geometric mean. 

The geometric mean answers the question of what constant return you 

would have had to achieve in each year to have your investment growth match the 

return achieved by the stock market. The arithmetic mean answers the question of 

what growth rate is the best estimate of the future amount of money that will be 

produced by continually reinvesting in the stock market. It is the rate of return 

which, compounded over multiple periods, gives the mean of the probability 

distribution of ending wealth. 

While the geometric mean is the best estimate of performance over a long 

period of time, this does not contradict the statement that the arithmetic mean 

compounded over the number of years that an investment is held provides the best 

estimate of the ending wealth value of the investment. The reason is that an 

investment with uncertain returns will have a higher ending wealth value than an 

investment which simply e m s  (with certainty) its compound or geometric rate of 

return every year. In other words: more money, or terminal wealth, is gained by 
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the occurrence of higher than expected returns than is lost by lower than expected 

returns. 

In capital markets, where returns are a probability distribution, the answer 

that takes account of uncertainty, the arithmetic mean, is the correct one for 

estimating discount rates and the cost of capital. In conclusion. Mr. Hill commits 

a serious error in logic by relying on geometric averages rather than on the 

conceptually correct arithmetic averages of historical returns. I know of no valid 

textbook. article, or professional journal that advocates discounting cash flows 

(estimating cost of capital) using the geometric rate of return. 

While it is true that a geometric mean is correct and indeed appropriate 

when measuring performance over a long time period, it is incorrect when 

estimating a risk premium to compute the cost of capital. 

Are there theoretical reasons why the arithmetic mean is the correct one? 

Yes, there are. The geometric mean measures the magnitude of the returns, as the 

investor starts with one portfolio and ends with another. It does not measure the 

variability of the journey, as does the arithmetic mean. The geometric mean is 

backward looking. There is no difference in the geometric mean of two stocks or 

portfolios. one of which is highly volatile and the other of which is absolutely 

stable. The arithmetic mean, on the other hand, is forward looking in that it does 

impound the volatility of the stocks. 

To illustrate, the table below shows the historical returns of two stocks. the 

first one is highly volatile with a standard deviation of returns of 65% while the 

second one has a zero standard deviation and is therefore riskless. It makes no 

sense intuitively that the geometric mean is the correct measure of return, one that 

implies that both stocks are equally risky since they have the same geometric 
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mean. No rational investor would consider the first stock equally as risky as the 

second stock. Every financial model to calculate the cost of capital recognizes 

that investors are risk averse and avoid risk unless they are adequately 

compensated for undertaking it. It is more consistent to use the mean that fully 

impounds risk (arithmetic mean) than the one from which risk has been removed 

(geometric mean) 

Table 1 Geometric vs. Arithmetic Returns 

Stock A Stock B 

Standard Deviation 64.9% 0.0% 
Arithmetic Mean 26.7% 11.6% 
Geometric Mean 11.6% 11.6% 

Are there empirical reasons why the arithmetic mean is the correct one? 

Yes, there are. If both the geometric and arithmetic means for the Ibbotson 

deciles for 1926-2004 data are regressed against the standard deviation of returns 

for the firms in the deciles, the arithmetic mean outperforms the geometric mean 

in this statistical regression. Moreover the constant of arithmetic mean regression 

matches the average Treasury bond rate and therefore makes economic sense 

while the constant for the geometric mean matches nothing in particular. This is 

simply because the geometric mean is stripped of volatility information and, as a 
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result, does a poor job of forecasting returns based on volatility 

Q. Can you comment on the viewpoints offered by leading corporate finance 

textbooks on the issue of the arithmetic mean? 

A. Yes. In their widely-used investment management textbook, Bodie, Kane, and 

Marcus, (Investments, McGraw Hill, 5" Edition) strongly advocate the use of the 

arithmetic mean in estimating the cost of capital. The authors offer the following 

example in Chapter 24. As shown in the table below, consider a stock that will 

either double in value (return = 100%) with a probability of 0.5, or halve in value 

(return = -50%) with probability of 0.5. 

Outcome Final value of $1 invested I -yr return 

Double 
Halve 

Suppose that the stock's performance over a two-year period is 

representative of the probability distribution, doubling in one year (rl = 100%) 

and halving in the next (r2 = -50%). The stock's price ends up exactly where it 

started, and the geometric average annual return over the two-year period, rg, is 

zero: 

1 + r, = [( 1 + rl)(l + rz)]'" 

= [( 1 + 1)(1 - .50)]'" = 1 

rg = 0 

confirming that a zero year-by-year return would have replicated the total return 

earned on the stock. The expected annual future rate of return on the stock is not 

zero, however. It is the arithmetic average of 100% and -5096, (100-50)/2 = 25%. 

There are two equally likely outcomes per dollar invested: either a gain of $1 

when r = 100% or a loss of $0.50 when r = -50%. The expected profit is ($1- 
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$.50)/2 = S.25 for a 25% expected rate of return. The profit in the good year more 

than offsets the loss in the bad year, despite the fact that the geometric return is 

zero. The arithmetic average return thus provides the best guide to expected 

future returns. In conclusion, Mr. Hill should have heeded professors Bodie, 

Kane, and Marcus' advice, and commits a serious logical error by relying on 

geometric averages rather than on the conceptually correct arithmetic averages of 

historical returns. 

The following extract from a widely utilized corporate finance textbook 

illustrates the distinction between arithmetic and geometric averages and 

concludes that arithmetic averages are appropriate when estimating the cost of 

capital. 

"The proper uses of arithmetic and compound rates of return 

from past investments are oflen misunderstood. Therefore, we call a 

brief time-out for a clarzfying example. 

Suppose that the price of Big Oil's common stock is $100. 

There is an equal chance that at the end of the year the stock will be 

worth $90, $110. or $130. Therefore, the return could be -10 

percent, +I0 percent or +30percent (we assume that Big Oil does 

not pay a dividend). The expected return is IN(-10+10+30)= +I0 

percent. 

I f  we run the process in reverse and discount the expected 

cash flow by the expected rate of return, we obtain the value of Big 

Oil's stock: 

PV = I10 = $100 

1.10 
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The expected return of 10 percent is therefore the correct rate 

at which to discount the expected cash flow from Big Oil's stock. It 

is also the opportuniv cost of capital for investments which have the 

same degree of risk as Big Oil. 

Now suppose that we observe the returns on Big Oil stock 

over a large number of years. If the odds are unchanged, the return 

will be -10percent in a third of the years. +I0 percent in a further 

third, and +30percent in the remaining years. The arithmetic 

average of these yearly returns is 

- 10 + 10 + 30 = + 10% 

3 

Thus the arithmetic average of the returns correctly measures 

the opportunity cost of capital for investments of similar risk to Big 

Oil stock. 

The average comporrnd annual return on Big Oil stock would 

be 

(.9x1.1 x1.3)1/3-l = .088, or8.8% 

less than the opportunity cost of capital. Investors would not 

be willing to invest in a project that offered an 8.8 percent expected 

return if they could get an expected return of 10 percent in the 

capital markets. The net present value of such a project would be 

NPV = -100 + 108.8 = -1.1 

1.1 

Moral: If the cost of capital is estimated from historical 

returns or risk premiums, use arithmetic averages, not compound 
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annual rates of return." (Richard A. Brealey and Stewart C. Myers, 

Principles of Corporate Finance, 7th Edition, Irwin McGraw-Hill, 

2003. page 156-7.) ' 
12. CAPM AND THE EMPIRICAL CAPM 

Do you agree with the use of the raw form of the CAPM used by Mr. Hill to 

estimate the cost of capital? 

No, I do not. I believe that the plain vanilla version of the CAPM should be 

supplemented by the more refined version of the CAPM. There have been 

countless empirical tests of the CAPM to determine to what extent security returns 

and betas are related in the manner predicted by the CAPM. The results of the 

tests support the idea that beta is related to security returns, that the risk-return 

tradeoff is positive. and that the relationship is linear. The contradictory finding is 

that the risk-return tradeoff is not as steeply sloped as the predicted CAPM. That 

is, low-beta securities earn returns somewhat higher than the CAPM would 

predict, and high-beta securities earn less than predicted. This is one of the most 

well-known results in finance. A CAPM-based estimate of the cost of capital 

underestimates the return required from low-beta securities and overstates the 

return from high-beta securities, based on the empirical evidence. 

The downward-bias is particularly significant for low-beta securities, such 

as the electric utilities used by Mr. Hill. Mr. Hill's CAPM estimates of equity 

costs are understated by about 50 basis points from this bias alone. 

' A survey published in 1998 found that 71% of textbooksltradehooks used a historical arithmetic mean as 
the market risk premium and 60% of financial advisors used either a market risk premium of 7.0-7.4'0 
(similar to the arithmetic mean) or a long-term arithmetic mean. For corporations, there was no single 
method that represented a consensus. Robert F. Bruner, Kenneth M. Eades, Robert S. Harris, and Robert 
C. Higgins. "Best Practices in Estimating the Cost of Capital: Survey and Synthesis", Financial Practice 
and Education, Vol. 8. Number 1. SpringlSummer 1998, page 18. 
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13. INTEREST RATE FORECASTS 

Does Mr. Hill's roe recommendation take into account interest rate forecasts? 

No, it does not. Mr. Hill refers to selected interest rate data on exhibit DOD-204 

and makes the point that the decline in interest rates in recent periods justifies a 

significant reduction in ROE. However, on page 13 of his testimony, Mr. Hill 

points to Value Line's projected increase in the long-term Treasury bond yield to 

5.1% in 2005 and 5.7% in 2006. Nowhere in his testimony does he formally 

factor in the projected increase in interest rates. To the extent that interest rates 

rise from their current levels, the cost of equity determined from recent data will 

understate future capital costs. 

The prospect of higher interest rates rather than lower interest rates looms 

much larger at this time. Already, we have witnessed several increases in the Fed 

Funds rate by the Federal Reserve in the past twelve months. Coupled with 

record-high federal deficits and balance-of-payments deficits, these policy actions 

are indicative of rising long-term interest rates. Indeed, forecasts of long-term 

interest rates indicate that interest rates are expected to increase from their current 

levels. Thus, the 9.0% ROE recommended by Mr. Hill is certainly not reflective 

of the forecast increase in capital costs. 

14. CAPITAL STRUCTURE 

Do you agree with Mr. Hill's capital structure recommendation? 

No, I do not. On page 27 of his testimony, Mr. Hill recommends that the ROE 

allowed the Company should be below the midpoint of his range of returns on the 

grounds that his comparable firms possess weaker capital structures (more debt) 

and that HECO possesses a high common equity ratio relative to its peers. I 

would agree with Mr. Hill if the comparable companies indeed had similar 
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business risks as HECO. However, as I showed in my direct testimony, HECO's 

business risks exceed the industry average. It is only normal and prudent 

management practice to lower financial risk when facing higher business risks as 

is the case with HECO. As a matter of fact, the Commission's decisions in past 

proceedings have recognized HECO's higher business risk and have added an 

adjustment to the cost of equity for comparison companies, the opposite of what 

Mr. Hill recommends. There is no basis for a downward ROE adjustment as Mr. 

Hill recommends. On the contrary, an upward adjustment is warranted. 

The Company's projected 2005 capital structure should be employed for 

ratemaking purposes as the three ROE witnesses in this case recommend. 

15. LOGICAL INCONSISTENCIES 

EXPECTED RETURN: EQUITY MARKET VS. UTILITY 

Did you detect any logical inconsistency in Mr. Hill's roe recommendation? 

Yes, I detected many. On page 8 lines 8-12 of his direct testimony, Mr. Hill tests 

the reasonableness of his 9.0% recommended ROE by comparing it to expected 

stock market returns of 8.0% - 10.0% that he claims are implied in the most recent 

academic research and in investment reports such as A.G. Edwards. Mr. Hill 

concludes that his proposed cost of equity of 9.0% is consistent with such 

forecasts. This is incorrect. The return figures cited by Mr. Hill are for the total 

equity market. HECO and utilities generally are less risky than the overall market 

(HECO's beta is 0.78 according to Mr. Hill) and, therefore, should have a lower 

expected return than the overall market. Yet, Mr. Hill's recommended ROE for 

HECO is the same as the aforementioned expected return for the market as a 

whole. This is illogical. In order to be consistent with his own view of stock 

market returns of 8.0% - 10.0% and HECO's beta of 0.78 (meaning that HECO is 
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78% as risky as the overall stock market), Mr. Hill should have recommended a 

ROE of 6.2% - 7.8%. that is 0.78 times 8.0% - 10.0%. That result is not 

reasonable. 

Did you detect any logical inconsistency in Mr. Hill's CAPM market risk 

premium? 

Yes, I did. On pages 8 lines 1-3 of his testimony, Mr. Hill concludes that "the 

new research . . . . ..indicates that Ibbotson data is skewed upward and the actual 

market risk premium is much, much lower - in the range of 3% to 4.5%:' Yet. he 

uses a market risk premium ("MRP") range of 5.0% - 6.6% in implementing the 

CAPM on exhibit DOD-21 I! Mr. Hill does not explain this contradiction. On 

pages 60-61 of his testimony, Mr. Hill chastises my use of the 7.2% historical 

MRP from the well-known lbbotson publication and argues that I should have 

used 6% instead according to a more recent paper published by Ibbotson. 

Is Mr. Hill's assessment of the "new research" on the market risk premium of 

3.0% to 4.5% accurate? 

No, it is not. Leaving aside the issue that Mr. Hill did not use his own assessment 

of the MRP of 3.0% - 4.5%, his assessment of the state of research in this area is 

quite inaccurate and incomplete. 

Ibbotson's Stocks, Bonds, Bills, and Inflation 2004 Yearbook is a primary 

source of data on U.S. capital market returns. This annual publication compiles 

monthly returns to various asset classes from 1926 to date. From Ibbotson 2005, 

a broad market sample of U.S. common stocks outperformed long-term U.S. 

government bonds by 6.6%. The historical market risk premium over the income 

component of long-term Treasury bonds rather than over the total return is 7.2%. 

It has been common practice to assume that this historical result provides an 
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adequate basis for the expected Market Risk Premium (MRP). In their widely- 

used aforementioned textbook, Brealey & Myers state: 

"We have no officii  position on the exact market risk premium, but 

we believe a range of 6 to 8.5percent is reasonable for the United 

States. We are most comfortable with figures toward the upper end 

of the range. " 

Because they are referring to the premium over Treasury Bills which is 

about 1.5% greater than the premium over bonds (Ibbotson 2005). this implies 

that Brealey & Myers would look to the upper end of a range of 4.5% to 7% for 

the MRP, again a long way from Mr. Hill's 3.0% - 4.5% "assessment". In fact, 

the Ibbotson-Chen study estimates a MRP of 5.90% on an arithmetic basis. It is 

noteworthy that the authors conclude their paper by stating that their estimate of 

the equity risk premium is "far closer to the historical premium than being zero or 

negative." 

Published work by Dimson, Marsh. and Staunton' report on returns over the 

period 1900 to 2000 for twelve countries, representing 90% of today's world 

market capitalization. They report an average risk premium over long bond 

returns over all countries of 5.6%. with the U.S. at 7.0%. The premium was 

generally higher for the second half century than for the first. For example, the 

U.S. had 5% in the first half. compared to 7.5% in the second half, again a long 

way from Mr. Hill's 3.0% - 4.5% estimate (which he did not use). 

A second approach to estimate the MRP is prospective in nature and 

consists of applying the DCF model to an aggregate equity index as I did in my 

' Dimson. Elroy, Paul Marsh and Mike Staunton (2000) "Risk and Retum in the 20" and 21" 
centuries." Business Strategy Review 1 l(2): 1-18. 
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direct testimony. Mr. Hill cherry picks a similar prospective study by Ibbotson 

and Chen, the basis for his 3.0% - 4.5% MRP. although he did not use it. A 

recent 2003 comprehensive article published in Financial Management by Harris, 

Marston, Mishra, and O'Brien ("HMMO) provides estimates of the ex ante 

expected returns for S&P 500 companies over the period 1983-19983. HMMO 

measure the expected rate of return (cost of equity) of each dividend-paying stock 

in the S&P 500 for each month from January 1983 to August 1998 by using the 

constant growth DCF model. The prevailing risk-free rate for each year is then 

subtracted from the expected rate of return for the overall market to arrive at the 

MRP for that year. From that study. the average MRP estimate for the overall 

period is 7.2%, again a long way from Mr. Hill's 3.0% - 4.5%. 

Surveys of academics and investment professionals, for example the Welch 

surveys4, provide another technique of estimating the MRP. While this technique 

has the benefit of being forward-looking, it is subject to the well-known 

shortcomings of survey techniques. There are several reasons to place little 

weight on survey results relative to the results from other approaches. First, 

return definitions and risk premium definitions differ widely. Second, survey 

responses are subject to bias. Thirdly, subjective assessments about long-term 

market behavior may well place undue weight on recent events and immediate 

prospects. 

Hmis, R. S.. Marston, F. C.. Mishra, D. R.. and O'Brien, T. J.. "Ex Ante Cost of Equity Estimates of 
S&P 500 Firms: The Choice Between Global and Domestic CAPM," Financial Management, Autumn 
2003, pp. 5 1-66. 

Welch, Ivo (2000. 2001), "Views of Financial Economists on the Equity Premium and on 
Professional Controversies." Journal of Business 73(4): 501-537. 
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Keeping these limitations in mind, Welch surveyed finance professors on 

their views about the long-term equity premium in 1998 and again in 2001. The 

arithmetic mean long-term expected risk premium of respondents in the 2001 

survey for the U.S. was 7.1% in 1998 and 5.5% in 2001, again a long way from 

Mr. Hill's 3.0% - 4.5%. Given the deplorable behavior of equity markets in the 

2000-2002 period, it would not be surprising to see an upward reassessment of 

those risk premiums. 

Is Mr. Hill's market risk premium estimate of 3.0% - 4.5% consistent with 

regulatory decisions? 

No. it is not. It is useful to examine the MRP estimates implicit in regulatory 

ROE decisions. The CAPM framework can be used to quantify the MRP implicit 

in the allowed risk premiums for regulated utilities. According to the CAPM, the 

risk premium is equal to beta times the market risk premium: 

Risk Premium = P (R, - R,) 

Risk Premium = P x MRP 

Solving for MRP, we obtain: 

MRP = Risk Premium / P 
I examined the MRPs implied in nearly 200 regulatory decisions for electric 

utilities in the United States over the period 1996-2005. Using the allowed 

average risk premium of 5.5% in these decisions over the last decade and a beta of 

0.78 for U.S. electric utilities, the implied market risk premium is 7.0%, again a 

long way from Mr. Hill's 3.0% - 4.5%. Similar results are obtained when using 

regulatory decisions for natural gas utilities. 
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16. RESPONSES TO MR. HILL'S CRITICISMS 

HISTORICAL RISK PREMIUM METHOD 

How do you respond to Mr. Hill's criticism of your risk premium method? 

On pages 64-67 of his testimony, especially on page 64 lines 5-12, Mr. Hill 

critiques the risk premium method on two grounds: 1) the method looks 

backward in time and assumes that "past is prologue", and 2) the method assumes 

that the risk premium is constant over time. Mr. Hill argues that neither of these 

two assumptions is true. 

The first criticism is unwarranted. I employed returns realized over long 

time periods rather than returns realized over more recent time periods. Realized 

returns can be substantially different from prospective returns anticipated by 

investors, especially when measured over short time periods as Mr. Hill does on 

page 65 of his testimony by cherry-picking sub-periods in order to demonstrate 

the behavior of the risk premium over time. A risk premium study should 

consider the longest possible period for which data are available. Short-run 

periods during which investors earned a lower risk premium than they expected 

are offset by short-run periods during which investors earned a higher risk 

premium than they expected. Only over long time periods will investor return 

expectations and realizations converge, or else, investors would never commit any 

funds. 

I have ignored realized risk premiums measured over short time periods, 

since they are heavily dependent on short-term market movements. Instead, I 

have relied on results over periods of enough length to smooth out short-term 

aberrations, and to encompass several business and interest rate cycles. The use 

of the entire study period in estimating the appropriate market risk premium 
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minimizes subjective judgment and encompasses many diverse regimes of 

inflation, interest rate cycles, and economic cycles. 

Mr. Hill's second concern is unwarranted as well. To the extent that the 

historical equity risk premium estimated follows what is known in statistics as a 

random walk, one should expect the equity risk premium to remain at its historical 

mean. The best estlmate of the future risk premium is the historical mean. As I 

explained in my direct testimony. since I found no evidence that the market price 

of risk or the amount of risk in common stocks has changed over time, that is, no 

significant serial correlation in the successive market risk premiums from year to 

year, it is reasonable to assume that these quantities will remain stable in the 

future. 

In trying to support his critique of the Risk Premium method, Mr. Hill 

quotes a 1985 Brigham article on page 64 of his testimony. I direct Mr. Hill's 

attention to Professor Brigham's best-selling corporate finance textbook 

(Financial Management: Theory and Practice. 1 lth ed., South-Westem, 2004), 

now in its 1 lth edition, and not its 5th edition as cited by Mr. Hill on page 52 of 

his testimony, where Professor Brigham strongly recommends the use of risk 

premium studies as I have done in my direct testimony and as I recommend in my 

own textbook. Regulatory Finance. Professor Brigham goes on to describe the 

Risk Premium approach in much the same way in which I have applied it in my 

own testimony. 

Risk Premium analyses are widely used by analysts, investors, and expert 

witnesses. Most college-level corporate finance andfor investment management 

texts including Investments by Bodie, Kane. and Marcus, McGraw-Hill Irwin, 

2002, which is a recommended textbook for CFA (Chartered Financial Analyst) 
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certification and examination, contain detailed conceptual and empirical 

discussion of the risk premium approach. The latter is typically recommended as 

one of the three leading methods of estimating the cost of capital (see for example 

the best-selling finance textbook Brigham, E.F. and Gapenski, L.C., Financial 

Management: Theorv and Practice. 1 lth ed., South-Westem. 2004). Techniques 

of risk premium analysis are widespread in investment community reports. 

Professional certified financial analysts are certainly well versed in the use of  this 

method. Thus, Mr. Hill's critique of the Risk Premium methodology is 

unwarranted. 

RISK PREMIUM VS INTEREST RATES 

Please discuss the relationship between the level of interest rates and utility risk 

premiums. 

On pages 67-69 of his testimony, Mr. Hill criticizes my allowed risk premium 

study and questions the notion of an inverse relationship between the level of  

interest rates and risk premiums. I disagree. It is transparently clear from the data 

reported in my direct testimony that allowed risk premiums vary inversely with 

the levels of interest rates. Regulators have systematically increased the 

authorized risk premium when interest rates declined, and decreased the 

authorized risk premium when interest rates increased. The relationship, depicted 

graphically on page 32 of my direct testimony, is highly significant from a 

statistical perspective. 

Published studies by Brigham, Shome, and Vinson (1985), Harris (1986), 

Harris and Marston (1992), Maddox, Pippert and Sullivan (1995), and others 
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demonstrate that, beginning in 1980, risk premiums varied inversely with the level 

5 of interest rates, rising when rates fell and declining when interest rates rose. 

The reason for this relationship is that when interest rates rise, bondholders. 

whose interest rates are fixed, often suffer a decrease in the market value of their 

bonds, experiencing a capital loss. This is referred to as interest rate risk. 

Stockholders, on the other hand, are more concerned with the firm's earning 

power. In order to avoid interest rate risk in an environment of rising interest 

rates, investors tend to become more willing to undertake equity investments 

which, although subject to some fear of loss of earning power, are less sensitive to 

the fear of interest rate risk. The resulting increase in the supply of funds 

available for such equity investments causes a downward pressure on the market 

price for equity. So, generally it is observed that if bondholders' fear of interest 

rate risk exceeds shareholders' fear of loss of earning power, the risk differential 

will narrow and hence the risk premium will shrink. This is particularly true in 

high inflation environments. Interest rates rise as a result of accelerating inflation, 

and the interest rate risk of bonds intensifies more than the earnings risk of 

common stocks. which are partially hedged from the ravages of inflation. This 

phenomenon has been termed as a "lock-in" premium. Conversely in low interest 

rate environments. as is the case currently, when bondholders' interest rate fears 

Brigham. E.F., Shome. D.K., and Vinson, S. R. "The Risk Premium Approach to Measuring 
a Utility's Cost of Equity." Financial Management, Spring 1985. 33-45. ("BSV") Harris, R.S. 
"Using Analysts' Growth Forecasts to Estimate Shareholder Required Rates of Return." 
Financial Managemetzt. Spring 1986, 58-67. Harris, R.S. and Marston, F.C. "Estimating 
Shareholder Risk Premia Using Analysts' Growth Forecasts." Financial Management, Summer 
1992.63-70. ("HM") Maddox, F.M., Pippert. D. T., and Sullivan. R.N. "An Empirical Study 
of Ex Ante Risk Premiums for the Electric Utility Industry" Financial Management, Autumn 
1995.89-95. C'MPS") 
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subside and shareholders' loss of earning power dominate, the risk differential will 

widen and hence the risk premium will increase. This in fact occurred since 1998. 

In short, the empirical evidence from the published academic literature 

demonstrates that the risk premium varies inversely with the level of interest rates. 

contrary to Mr. Hill's position. 

CAPM VALIDATION 

Do you agree with Mr. Hill's criticism of your CAPM analysis? 

No, I do not. On page 3 of exhibit DOD-203, Mr. Hill selectively picks a study 

by Fama & French published in 1992 which questions the importance of beta in 

explaining observed returns. Generally speaking, financial theory has shown that 

beta is a sufficient risk measure for diversified investors and most of the empirical 

literature has confirmed its importance in determining expected return. There is a 

notable exception, namely the one selectively picked by Mr. Hill. In the Fama & 

French (1992) article, selectively referenced by Mr. Hill, the authors found little 

explanatory power in beta. However, as the subsequent literature has indicated. 

the autopsy of beta is premature. and "reports of beta's death are greatly 

exaggerated." For one thing, the CAPM specifies a relationship between 

expected returns and beta, whereas Fama & French employ realized returns. 

Moreover, Mr. Hill did not reference a subsequent 1993 research paper by 

Kothari, Shanken, & Sloan (1993) who find significant return compensation for 

beta risk and little relation to M B  ratios, unlike Fama & French. They also find 

that market risk premiums are much larger when betas are estimated using annual 

rather than monthly data. 

There is a fertile academic literature published in scientific journals on this 

subject since the publication of the Fama-French results in 1992. Since the 
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publication of the Fama & French 1992 paper, the CAPM and its primary risk 

measure, beta. have received renewed support with the addition to the literature of 

several more recently published papers. In a 1993 paper. Chan and Lakonishok6 

found a strong relationship between beta and return for the years of their study. 

In a prominent paper in the same journal. Fischer Black7 also refuted the 

conclusions of Fama and French and stated that "beta is alive and well." In 

March 1995. Kothari, Shanken, and Sloan8 showed that when betas are estimated 

from time-series regressions of annual portfolio returns on the annual return on an 

equally weighted market index, beta receives statistically significant return 

compensation. In a December 1995 paper, Kim9 found that, once corrected for 

the errors in variables problem, there was more support for the role of beta. In yet 

another 1996 paper, Jagannathan & Wanglo showed that when betas are allowed 

to vary over the business cycle, the empirical support of the CAPM is very strong. 

Fama and French themselves revisited the issue in 1994 and proposed a three- 

factor model for security returns that included beta as a factor 

Ibbotson Associates in their annual survey of capital market returns 

("Stocks, Bonds, Bills, and Inflation: 2005 Yearbook, Valuation Edition", page 

146-147) compare the Fama-French results with the CAPM results. For large 

Chan. L.K.C. and Lakonishok. 1.. '.Are Reports of Beta's Death Premature?" Journal of Portfolio 
Management, Summer 1993. 

7 Black, F.. "Beta and Return." Journal of Portfolio Management, Summer 1993 

S Kothari, S.P., Shanken. I., and Sloan. R.G., "Another Look at the Cross-Section of Expected Stock 
Returns." Journal of Finance. Vol. 50. No. 1 

~ i m .  D., .'The Errors in the Variables Problem in the Cross-Section of Expected Stock Returns." 
Journal of Finance, December 1995, Vol. 50, No. 5 

I0 Jagannathan. R. and Wang. Z.. "The Conditional CAPM and the Cross-Section of Expected 
Returns," Journal of Finance. March 1996, Vol. 5 1. No. 1 
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capitalization companies, the results are virtually indistinguishable. Finally, 

William Sharpe. the Nobel Prize winning author of the CAPM refutes the Fama- 

French criticism in a May-June 1998 article from Dow Jones Asset Manager 

entitled "Revisiting the C A P M .  This article is available on Professor Sharpe's 

Web site at Stanford University. 

As is the case for most of the research published in prestigious academic 

finance journals, the extensive literature published following the Fama-French 

research on beta was extremely influential, as evidenced by the continuing 

popularity of the CAPM in determining the cost of capital in practice. 

EMPIRICAL CAPM 

Please comment on Mr. Hill's assessment of the empirical CAPM used in your 

testimony. 

On pages 62-63, Mr. Hill argues that my ECAPM constitutes a double beta 

adjustment because the use of adjusted betas already allows for the biases inherent 

in the plain vanilla CAPM. I do not share the view that the ECAPM is equivalent 

to a beta adjustment. 

There are two distinct and separate issues involved when implementing the 

CAPM. First, given the validity of the standard CAPM, what is the best proxy 

for expected beta? Second, and more fundamentally, does the standard CAPM 

provide the best explanation of the risk-return relationship observed on capital 

markets? 

With respect to the appropriate measurement for beta, unadjusted raw betas 

are inappropriate to use in a CAPM analysis. Current stock prices reflect 

expected risk, that is, expected beta, rather than historical risk or historical beta. 

Historical betas, whether raw or adjusted, are only surrogates for expected beta. 
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The best of the two surrogates is adjusted beta. This is why Value Line and other 

investment information services report adjusted betas, regardless of whether one 

subscribes to the validity of the orthodox CAPM or not. 

Another reason for relying on adjusted betas is that raw betas do not capture 

the extra sensitivity of utility company returns to changes in interest rates, 

understating the risk of utility stocks. Adjusted betas compensate for the interest 

sensitivity of utility stocks. Also, the betas implied in regulatory decisions are 

virtually identical to the adjusted beta estimates reported by Value Line for 

electric utilities and are inconsistent with raw beta estimates. To conclude, 

historical betas, whether raw or adjusted, are only surrogates for expected beta. 

The best of the two surrogates is clearly adjusted beta. It is quite clear that 

reliance on adjusted betas - widely used in the financial community - provides a 

more accurate perspective of the utility risklretum relationship than the raw 

unadjusted beta. 

With respect to the empirical validity of the plain vanilla CAPM, there have 

been countless empirical tests of the CAPM to determine to what extent security 

returns and betas are related in the manner predicted by the CAPM. The results of 

the tests support the idea that beta is related to security returns, that the risk-return 

tradeoff is positive, and that the relationship is linear. The contradictory finding is 

that the risk-return tradeoff is not as steeply sloped as the predicted CAPM, and 

that result holds true even when Value Line (adjusted) betas are used. That is, 

empirical research has long shown that low-beta securities earn returns somewhat 

higher than the CAPM would predict, and high-beta securities earn less than 

predicted. A CAPM-based estimate of cost of capital underestimates the return 

required from low-beta securities and overstates the return required from high- 
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beta securities, based on the empirical evidence. This is one of the most well- 

known results in finance. A number of variations on the original CAPM theory 

have been proposed to explain this finding. The ECAPM makes use of these 

empirical findings. The ECAPM estimates the cost of capital with the equation: 

K = RF + 6 + /3 x ( M R P -  a )  

where ais the "alpha" of the risk-return line, a constant, and the other symbols are 

defined as usual. Inserting the long-term risk-free rate as a proxy for the risk-free 

rate, an alpha in the range of 1% - 2%, and reasonable values of beta and the 

MRP in the above equation produces results that are indistinguishable from the 

ECAPM used in my testimony: 

K = RF + 0.25 (R, - R,) + 0.75 P(R, - R,) 

I point out that an alpha range of 1% - 2% is somewhat lower than that 

estimated empirically. The use of a lower value for alpha leads to a lower 

estimate of the cost of capital for low-beta stocks such as regulated utilities. This 

is because the use of a long-term risk-free rate rather than a short-term risk-free 

rate already incorporates some of the desired effect of using the ECAPM. That 

is, the long-term risk-free rate version of the CAPM has a higher intercept and a 

flatter slope than the short-term risk-free version which has been tested. This is 

also because the use of adjusted betas rather than raw betas also incorporate some 

of the desired effect of using the ECAPM. Thus, it is reasonable to apply a 

conservative alpha adjustment. 

In short, I do not share Mr. Hill's view that the ECAPM is equivalent to a 

beta adjustment. The ECAPM is a return adjustment and not a beta adjustment. 

For utility stocks with betas less than one, the CAPM understates the return. The 

downward-bias is particularly significant for low-beta securities such as the 



HECO RT-20 
DOCKET NO. 04-01 13 
PAGE 54 OF 82 

sample electric utilities used by Mr. Hill. Not only has Mr. Hill misstated the 

basis for the Empirical CAPM which I employ in my testimony, but his own 

CAPM analysis also understates the rate of return on equity by approximately 50 

basis points, the difference between the CAPM and ECAPM estimates in my 

Direct Testimony. 

CAPM VS. DCF ASSUMPTIONS 

On page 52 of his testimony. Mr. Hill claims that the assumption underlying the 

CAPM are far more restrictive than those that support the DCF. Do you agree? 

No, I do not. On pages 52-54 of his testimony, Mr. Hill attempts to denigrate the 

CAPM paradigm of modem finance by describing the assumptions that enable the 

existence of the CAPM analysis as far more restrictive than those that support the 

DCF. I disagree. Theoretically, the DCF model is at least as fragile, if not more, 

as the CAPM in view of the lack of realism of the assumptions underlying the 

DCF model relative to those underlying the CAPM. 

The crucial assumptions of the general DCF model are: 

i) That investors. in fact, evaluate common stocks in the classical 

valuation framework, and trade securities rationally at prices reflecting 

their perceptions of value. 

ii) That investors discount the expected cash flows at the same rate of 

return ("K)  in every future period. In other words. a flat yield curve is 

assumed. 

iii) That the K obtained from the fundamental DCF equation corresponds 

to that specific stream of future cash flows alone, and no other. There 

may be alternate company policies that would generate the same future 

cash flows, but these policies may alter the risk of the cash flow 
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stream, and hence modify the investor's required return, K. 

The assumptions of the standard constant growth variation of the DCF 

model are as follows: 

Assumption #l .  The 3 assumptions discussed in conjunction with the 

general DCF model still remain in force. 

Assumption #2. The discount rate, K, must exceed the growth rate, g. 

In other words, the standard DCF model does not apply to growth 

stocks. 

Assumption #3. The same growth rate applies to dividend, earnings, 

and book value, and is constant in every year to infinity. 

Some of these assumptions can be quite unrealistic in a given capital market 

environment. For example, the standard constant growth DCF model assumes a 

constant market valuation multiple, that is, a constant pricelearnings (PIE) ratio. 

In other words, the model assumes that investors expect the ratio of market price 

to dividends (or earnings) in any given year to be the same as the current 

priceldividend (or earnings) ratio. This is unrealistic under current conditions. 

The inability of the standard DCF model to account for changes in relative market 

valuation and the questionable applicability of the model when MIB ratios deviate 

substantially from 1.00 (discussed earlier in my rebuttal testimony) are additional 

vivid examples of the potential shortcomings of the DCF model. The DCF model 

is simply not equipped to deal with sudden surges in MIB and PIE ratios, as was 

experienced by several utility stocks in recent years. 

The realism of the DCF assumptions is discussed fully in Chapter 9 of Dr. 

Morin's book, Regulatory Finance, Public Utility Reports Inc., Arlington, Va., 
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1994. The assumptions underlying the CAPM are discussed in Chapters 12 and 

15 of the same book. 

Many of the assumptions that must be made to utilize the DCF model are 

simply not realistic. According to the theory of the constant growth form of the 

DCF, future earnings per share, dividends per share, book value per share, and 

price per share will all grow at the same constant rate. There is no evidence that 

these conditions actually prevail in the equity market. lndeed, a casual 

examination of Mr. Hill's exhibit DOD-207 clearly demonstrates that these 

steady-state growth conditions represent unrealistic assumptions. As Mr. Hill 

himself acknowledges, the constant growth assumptions of the DCF do not 

"track" reality. Despite this admission, he nevertheless relies exclusively on the 

sustainable growth version of the DCF methodology which rests on the 

assumption of constant growth. 

In addition, the DCF method can produce returns that are severely distorted 

when a utility's stock price and book value diverge significantly, as I discussed 

earlier. While the DCF method may provide an estimate of investor expected 

returns on the market value of a company's stock, that estimate cannot be applied 

to a utility's book value when market value exceeds book value. 

In contrast to the DCF model, the assumptions underlying the CAPM are 

far less stringent than the assumptions required for the DCF model to obtain, as I 

discuss below. 

Are the CAPM assumptions restrictive relative to those that underlie the DCF 

model? 

No, I do not believe so. The CAPM can be considered a special case of the 

broader Arbitrage Pricing Model (APM) which has far less restrictive assumptions 
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than the CAPM. If we view the CAPM as a special case of the APM where the 

market portfolio is the only factor affecting security prices, it is clear that the 

assumptions underlying the APM are far less stringent than the assumptions 

required for the DCF model to obtain. The APM derives from two major 

assumptions: that security returns are linear functions of several economic factors, 

and that no profitable arbitrage opportunities exist since investors are able to 

eliminate such opportunities through riskless arbitrage transactions. The other 

assumptions required by the APM are that investors are greedy and risk averse, 

that they can diversify company-specific risks by holding large portfolios, and that 

enough investors possess similar expectations to trigger the arbitrage process. 

The APM relationship asserts that the return on any risky security is equal 

to the risk-free rate plus a linear combination of risk premiums. Each risk 

premium is the expected return in excess of the risk-free rate associated with an 

asset that has a systematic risk with respect to that factor only. The CAPM is a 

special case of the APM if one factor influences security prices and if that factor 

happens to be the market portfolio. Under this circumstance, the APM collapses 

into the CAPM, and the APM reduces to the CAPM with the beta coefficient 

transformed into the traditional security beta. 

In conclusion, Mr. Hill's discussion of the list of assumptions that underlie 

the CAPM on pages 52-55 is greatly overstated and should be dismissed. 

Please comment on Mr. Hill's views concerning tax effects. 

On pages 13-14 of his testimony, Mr. Hill argues that following the passage of 

President Bush's tax reduction on dividend income from U.S. stocks, investor 

return requirements have decreased in response to the lower tax burden. Mr. 

Hill's argument assumes that all investors are taxable. This ignores the fact that 
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several institutional investors are not taxable, such as pension funds and mutual 

funds, and they engage in very large amounts of trading on security markets. It is 

quite plausible that taxable retail investors are relatively inactive traders and that 

large non-taxable investors have a substantial influence on capital markets. 

EXPECTED DIVIDEND YIELD 

Dr. Morin, can you respond to Mr. Hill's criticism of the dividend yield 

component of your DCF analysis? 

Yes. I disagree with Mr. Hill's contention on page 56 lines 15-17 that the 

dividend yield calculation in my DCF analysis is overstated because I have 

multiplied the spot dividend yield by one plus the expected growth rate (1 + g). 

He himself performs exactly the same calculation: as shown clearly in the footnote 

to exhibit DOD-209. Both my and Mr. Hill's dividend yield adjustment are 

correct. The fundamental assumption of the annual DCF model used both by Mr. 

Hill and by myself is that dividends are received annually at the end of each year 

and that the first dividend is to be received one year from now. Since the 

appropriate dividend to use in a DCF model is the prospective dividend for which 

all companies have a positive growth rate, the dividend for all companies should 

be increased by the (1 + g) factor. 

In fact, the plain vanilla annual DCF model ignores the time value of 

quarterly dividend payments and assumes dividends are paid once a year at the 

end of the year. Multiplying the spot dividend yield by (1 + g) is actually a 

conservative attempt to capture the reality of quarterly dividend payments and 

understates the expected return on equity. I say "conservative" because the 

annual DCF model ignores the more frequent compounding of quarterly 

dividends. 
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By analogy, a bank rate on deposits which does not take into consideration 

the timing of the interest payments understates the true yield if you receive the 

interest payments more than once a year. The actual yield will exceed the stated 

nominal rate. To illustrate. if an investor has a choice between investing $1,000 

in a bank account which promises a return of 10% compounded annually and 

another bank account which promises a return of 10% but compounded quarterly, 

he will clearly select the latter. Due to the quarterly compounding of interest, the 

investor earns an effective return of 10.38% on the latter bank account versus 

10% on the former. The same is true for the return on common stocks. 

RISK-FREE RATE 

Dr. Morin, do you agree with Mr. Hill's risk-free rate in the CAPM analysis? 

It is hard to say since Mr. Hill is not consistent on this issue. Mr. Hill chastises 

my use of long-term Treasury bond yields as proxies for the risk-free rate in the 

CAPM, and yet that is exactly what he himself uses in his own CAPM analysis 

(See exhibit DOD-203 page 5). 

Mr. Hill argues that long-term Treasury bonds are afflicted with interest 

rate risk and, therefore, are not adequate proxies for the risk-free rate. While I 

agree that long-term Treasury bonds possess a higher degree of interest rate risk 

than Treasury bills, this is only true if the bonds are sold prior to maturity. A 

substantial fraction of bond market participants, usually institutional investors 

with long-term liabilities (pension funds, insurance companies), in fact hold bonds 

until they mature, and therefore are not subject to interest rate risk. Even if 

institutional investors in long-term bonds do not hold bonds until they mature, it is 

well known that institutional bondholders neutralize the impact of interest rate 

changes by engaging in hedging transactions in the financial futures markets. 
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Mr. Hill also refers to a "maturity premium" inherent in long-term interest rates 

that should be subtracted from long-term rates in order to arrive at the real risk- 

free rate. More specifically, on page 58 lines 15-27, Mr. Hill refers to the Brealy 

& Myers textbook that recommends subtracting this "maturity premium" from 

long-term interest rates. Yet he himself applies no such adjustment to his risk- 

free rate. He did not explain this anomaly. 

DCF GROWTH RATES 

Please comment on Mr. Hill's criticism of your DCF analysis. 

On page 70 of his testimony, Mr. Hill maligns my use of the analyst's earning 

growth forecast as a proxy for the growth component, and that I have ignored 

historical and projected growth rates in dividends and book value. I have 

previously discussed the impropriety of relying on "near-term" dividend growth 

because it is widely expected that energy utilities will continue to lower their 

dividend payout ratio over the next several years in response to increased business 

risk, and that eamings and dividends are not expected to grow at the same rate in 

the future. This is evident in Mr. Hill's own table on page 71 where the projected 

dividend growth rates of 2.5% are far less than the earnings growth rate of 5.8%. 

Whenever the dividend payout ratio is expected to change, the intermediate 

growth rate in dividends cannot equal the long-term growth rate, because 

dividendlearnings growth must adjust to the changing payout ratio. In my direct 

testimony, I discussed the merits of using consensus analysts' earnings growth 

forecasts in the DCF model and the supportive empirical literature. 

I find Mr. Hill's criticism surprising, given that he himself ends up relying 

on the sustainable growth approach to specifying the growth component of the 

DCF model and ignores the historical and projected growth rates in dividends and 
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book value. Mr. Hill goes so far as redoing my DCF analysis with the latter 

growth rates, although he himself chose not to rely on such growth rates. 

Dr. Morin, can you comment on Mr. Hill's references to your published works? 

Yes, on page 43 of his testimony, Mr. Hill complains that my published work 

regarding estimating the cost of capital focuses more on the DCF model and less 

on risk premium analyses and that there are more chapters on DCF than on risk 

premium techniques. While I am flattered with Mr. Hill's frequent references to 

my published work, this comment is incorrect. The number of chapters or number 

of pages devoted to any one given methodology are certainly not indicative of the 

weight to be accorded to any one given method. However, it turns out that my 

regulatory finance textbook does devote a reasonably equal amount of space to 

DCF (four chapters) and to Risk Premium methods, including the CAPM (five 

chapters). I also note that most, if not all, college-level corporate finance 

textbooks devote the vast majority of their cost of capital coverage to asset pricing 

models, such as the CAPM. Fama-French version of the CAPM, and the Arbitrage 

Pricing Model. Considerably less attention is devoted to the DCF model in view 

of its limitations. I also refer Mr. Hill to my comments on the DCF model in 

Chapter 9 of my textbook "Reflections on Cost of Capital Methodology." 

On page 47 of his testimony, Mr. Hill asserts that there is not one word in 

my published work regarding the ability of the DCF to accurately estimate the 

cost of equity depending on the M/B ratio of the utility. This is an incorrect 

statement on the part of Mr. Hill. A few pages later (pages 49-50). Mr. Hill 

liberally quotes entire portions of my published work dealing with the MIB issue 

along with a table extracted from my publications. 
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CONCLUSIONS 

Q. What do you conclude from Mr. Hill's cost of capital testimony? 

A. My general conclusions are: 

1) Mr. Hill's recommended return is outside the zone of currently allowed rates 

of return for utilities in the United States and for his own sample of 

companies. 

2) Application of the standard DCF model to utility stocks understates the 

investor's expected return when the Market-to-Book (MIB) ratio exceeds unity 

as is the case in the current capital market environment where utility stocks, 

including Mr. Hill's sample companies, are trading at M/B ratios well above 

unity. 

3) Mr. Hill's dividend yield component is understated by 30 basis points because 

it does not allow for flotation costs, and, as a result, a legitimate expense is left 

unrecovered. 

4) Mr. Hill's selection of a growth rate for each company in his comparable 

group is ambiguous and extremely arbitrary. Moreover, there are some 

serious errors associated with Mr. Hill's sustainable growth DCF analysis. 

Not only is there a serious element of logical circularity in his approach 

because he is forced to assume the answer before he conducts the analysis, but 

the academic literature frowns on the approach. 

5 )  Historical growth rates have little relevance as proxies for future long-term 

growth in the DCF model because they are not representative of long-term 

earning power and because they produce unreasonably low DCF estimates. 

Moreover, historical growth rates are largely redundant because such historical 

growth patterns are already incorporated in analysts' growth forecasts. - 
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6) Because energy utilities are expected to lower their dividend payout ratio over 

the next several years in response to the gradual penetration of competition in 

the revenue stream, the use of dividend growth projections is inappropriate in 

the DCF model. Eamings growth projections are far more relevant. 

7) A test of the statistical relationship between growth and expected yield for Mr. 

Hill's DCF analysis shows that the hypothesis that the sample is truly risk- 

comparable must be rejected for the DCF estimates. 

8) Mr. Hill's Modified Eamings Price Ratio (MEPR) and Market-to-Book Ratio 

(MBR) checks are merely two disguised versions of the DCF model. and do 

not constitute independent stand-alone checks. 

9) The EPR method used by Mr. Hill is antiquated, is fraught with conceptual 

blemishes, and has disappeared from use. 

10) Mr. Hill's views on the role of the ME4 ratio in regulation are illogical and 

inconsistent. 

11) Mr. Hill's estimate of the market risk premium is too low because he has 

erroneously employed geometric means instead of the correct arithmetic 

means. Use of the correct market risk premium increases Mr. Hill's CAPM 

estimate of HECO's cost of equity by at least 125 basis points. 

12) The plain vanilla version of the CAPM used by Mr. Hill understates the 

Company's cost of equity by about 50 basis points. 

13) Mr. Hill's recommended ROE is not reflective of the forecast increase in 

capital costs. 

14) Mr. Hill's downward ROE adjustment in order to account for HECO's 

stronger capital structure relative to its peers is unwarranted. 

15) There are several logical inconsistencies and contradictions in Mr. Hill's 
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testimony. 

16)Mr. Hill's criticisms of my testimony are unfounded. 

11. MR. PARCELL'S COST OF EQUITY TESTIMONY 

Please summarize Mr. Parcell's rate of retum recommendation. 

Mr. Parcell recommends that a retum allowance of 8.5% - 10.0% be employed on 

the common equity capital of HECO. In determining HECO's cost of equity, Mr. 

Parcell applies a DCF analysis to two groups of electric utilities. For the growth 

component of his DCF analysis, he uses a blend of analysts' growth forecasts, 

historical growth rates, and the eamings retention method. Mr. Parcell concludes 

from his DCF estimates summarized on pages 35 of his testimony that the DCF 

estimate of HECO's cost of equity is 8.5%. 

Mr. Parcell also applies a CAPM analysis to the same groups of companies, 

using long-term Treasury bond yields as proxies for the risk-free rate and Value 

Line beta estimates. Lastly, Mr. Parcell performs a Comparable Eamings 

analysis on a sample of utilities and a sample of unregulated industrial companies. 

From his three analyses. Mr. Parcell concludes that HECO's cost of common 

equity capital lies in the range of 8.5% - 10.0% 

Do you agree with Mr. Parcell's capital structure recommendation? 

Yes. I do. On page 26 of his testimony, Mr. Parcell adopts the Company's 

projected 2005 capital structure for ratemaking purposes with one minor change 

on the lease obligation component. I agree with Mr. Parcell's capital structure 

recommendation. 

Please summarize your specific criticisms of Mr. Parcell's testimony. 

I have nine specific comments: 
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1. Allowed return out of the mainstream. Mr. Parcell's recommended 

return is outside the zone of currently allowed rates of return for major electric 

utilities in the United States and for his two samples of companies. 

2. The DCF Model Understates the Cost of Equity. It is well-known 

that application of the DCF model to utility stocks understates the investor's 

expected return when the M/B ratio exceeds unity. This is particularly relevant in 

the current capital market environment where utility stocks are trading at M/B 

ratios well above unity. 

3. Understated Dividend Yield. Mr. Parcell's dividend yield component 

is understated because it is not consistent with the annual form of the DCF model. 

It is inappropriate to increase the dividend yield by adding one-half of the future 

growth rate (1 + ?h g) to the spot dividend yield. The appropriate manner of 

computing the expected dividend yield when using the plain vanilla annual DCF 

model is to add the full growth rate rather than one-quarter of the growth rate. 

This error understates the DCF results by some 20 basis points. Mr. Parcell's 

dividend yield component is also understated by 20 basis points because it ignores 

the time value of quarterly dividend payments. 

4. DCF Dividend Yield and Flotation Costs. Mr. Parcell's dividend 

yield component is understated by 30 basis points because it does not sufficiently 

allow for flotation costs, and, as a result, a legitimate expense is left unrecovered. 

5 .  DCF Growth Rates. The retention growth method contains a logical 

inconsistency because one is forced to assume the answer to implement the 

method. Moreover, whenever the dividend payout ratio is expected to change, the 

implementation of the standard DCF model is of questionable relevance. 
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6. DCF Reliability. The huge variability in the DCF results 

demonstrates the lack of reliability of the DCF approach and the importance of 

selecting relatively large sample sizes as opposed to small sample sizes consisting 

of a handful of companies when using the DCF model. 

7. CAPM Risk-Free Rate. The correct proxy for the risk-free rate in the 

CAPM is the return on very long-term Treasury bonds. 

8. CAPM Market Risk Premium. One of Mr. Parcell's two proxies for 

the market risk premium is understated by 50 basis points because it relies on the 

total return component of bond return instead of the income component. 

9. Comparable Earnings Test. The ROE results from the Comparable 

Earnings test all exceed Mr. Parcell's recommended 8.5% - 10.0% ROE. 

I also find that Mr. Parcell's criticisms of my testimony are largely 

unfounded. 

1. ALLOWED RETURNS 

Q. Is Mr. Parcell's rate of return recommendation compatible with currently allowed 

returns in the electric utility industry? 

A. No, it is not. As I discussed earlier in my rebuttal of Mr. Hill, ROE awards in the 

industry exceed by a substantial margin Mr. Parcell's recommended ROE of 8.5% 

- 10.0% for HECO. 

The currently allowed ROES for the eight electric utilities in both of Mr. 

Parcell's comparable groups as reported in AUS Utility Reports survey for July 

2005 average 11.0%, as shown in the two tables below, well above his 

recommended ROE. 
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AUTHORIZED RETURNS 
Mr. Parcell's First Comparable Group 

Company Allowed ROE 
CH Energy 10.30% 
Great Plains Energy N/A 
NSTAR 11.63% 
Otter Tail 12.00% 
Pinnacle West 10.25% 
PNM Resources 10.25% 
SCANA 11.05% 
Wisconsin Energy 12.20% 

AVERAGE: 11.1% 
Source: AUS Utility Reports 712005 

AUTHORIZED RETURNS 
Mr. Parcell's Second Comparable Group 

Company 
Avista 
Cleco 
Empire District 
IDACORP 
NSTAR 
Puget Energy 
UIL Holdings 
Vectren 

Allowed ROE 
10.8% 
12.5% 
11.0% 
10.3% 
11.6% 
10.3% 
10.5% 
11.0% 

AVERAGE: 11.0% 
Source: AUS Utility Reports 712005 

2. DCF MODEL LWDERSTATEMENT 

Q. Does the DCF model understate the cost of equity? 

A. Yes, I believe it does. As I discussed earlier, application of the DCF model 

produces estimates of common equity cost that are consistent with investors' 

expected return only when stock price and book value are reasonably similar. The 

DCF cost rate understates the investor's required return when stock prices are well 

above book, as is the case presently. Mr. Parcell's comment on page 35-36 of his 
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testimony is well-taken: "currentfinancial conditions (low interest rates and high 

market-to-book ratios for utilities) have the effect of driving DCF results to low 

levels by historic standards." 

3. DIVIDEIVD YIELD 

Please discuss Mr. Parcell's dividend yield component in the DCF model. 

I believe that the dividend yield component used in Mr. Parcell's DCF analysis is 

downward-biased. Mr. Parcel1 uses a spot dividend yield inflated by one-half of 

the expected dividend growth Do(l + 112 g) rather than the correct expected 

dividend yield which is inflated by one full year of growth, Do(l + g). This 

procedure fails to measure the full dividend flows expected by the investor, 

contrary to the spirit and fundamental nature of the DCF model. 

The annual DCF model states very clearly that the expected rate of return 

on a stock is equal to the expected dividend at the end of the year divided by the 

current price of the stock, plus the expected growth rate. 

Since the appropriate dividend to use in a DCF model is the prospective 

dividend to be received at the end of the year rather than one half of that dividend, 

Mr. Parcell's approach understates the proper dividend yield. This creates a 

downward bias in his dividend yield component, and underestimates the cost of 

equity by approximately 20 basis points. For example, for a spot dividend yield 

of 5% and a growth rate of 5%, Mr. Parcell's estimated dividend yield is 5%(1 + 

.05/2) = 5.1%. The correct dividend yield to employ is 5%(1 + .05) = 5.3%. 

which is about 20 basis points higher. 

4. FLOTATION COSTS 

Please discuss Mr. Parcell's testimony with regard to flotation costs. 

Mr. Parcel1 does not include any allowance whatsoever for flotation costs, and his 
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DCF methodology therefore understates the expected return on equity by 

approximately 30 basis points. As a result, a legitimate stockholder expense is left 

unrecovered. His justifications for this omission are that: 1) the Company has no 

plans for a public offering of common equity in the near future, and that therefore 

no adjustment for flotation costs is required, and 2) common equity is provided by 

the parent company, HEI. 

I presume from his discussion that Mr. Parcell supports the notion that 

flotation costs should be recognized as a cost of service item at the time when the 

expenses are incurred. In other words, the flotation cost allowance should not 

continue indefinitely, but should be made only in the year in which the sale of 

securities occurs, with no need for continuing compensation in future years. Mr. 

Parcell's argument implies that the Company has already been compensated for 

these costs. If the flotation costs of past stock issues have been fully recovered, 

the argument has merit. If that assumption is not met, the argument is without 

merit. 

As for his second argument, the parent-subsidiary relationship does not 

eliminate the costs of a new issue, but merely transfers them to the parent. It 

would be unfair and discriminatory to subject parent shareholders to dilution 

while individual shareholders are absolved from such dilution. Fair treatment 

must consider that, if the utility-subsidiary had gone to the capital markets 

directly, flotation costs would have been incurred. 

5. DCF GROWTH RATES 

Q. Please describe Mr. Parcell's methodology for specifying the growth component 

of the DCF model. 

A. As a proxy for expected growth, Mr. Parcel1 employs five proxies: 1) historical 
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earnings retention ratio, 2) projected earnings retention ratio. 3) five-year 

historical growth rates in dividends, earnings, and book value, 4) projected growth 

rates in dividends, earnings, and book value, and 5) analysts' forecasts. 

Can you comment on Mr. Parcell's earnings retention growth estimate in the DCF 

model? 

The earnings retention technique of specifying growth is beleaguered with serious 

conceptual and empirical difficulties and results from its use should be dismissed. 

As discussed earlier, the retention growth method contains a logical flaw when 

applied to a regulated utility: the method requires an estimate of ROE to be 

implemented. But if the ROE input required by the model differs from the 

recommended return on equity, a fundamental contradiction in logic follows. Mr. 

Parcell's recommended return of 8.5% - 10.0% is less than the 10% - 11% realized 

and expected ROES he is assuming the companies will earn forever. Moreover, 

the empirical finance literature demonstrates that the retention growth method of 

determining growth is a poor explanatory variable of market value, and is not as 

significantly correlated to measures of value. such as stock price and 

pricelearnings ratios. 

In conclusion, Mr. Parcell's retention growth rates should be viewed with 

caution. 

Are the historical growth rates of electric utilities reliable? 

No, they are not. Mr. Parcel1 uses historical growth rates in dividends, earnings, 

and book value as proxies for expected growth, as shown on CA-406 page 3. If 

historical growth rates are to be representative of long-term future growth rates, 

they must not be biased by non-recurring events. This was certainly the case for 

electric utilities, where growing competition, diversification programs, 
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acquisitions, restructurings and write-off activities exerted a dilutive effect on 

historical earnings and dividends. In such cases, it is obvious that analysts' growth 

forecasts provide a more realistic and representative growth proxy for what is 

likely to happen in the future than historical growth. In any event, historical 

growth rates are somewhat redundant given that analysts formulate their growth 

expectations based in part on historical patterns. 

In conclusion, Mr. Parcell's historical growth rates should be given 

considerably less weight than the analysts' growth forecasts. 

What does the published academic literature say on the subject of growth rates in 

the DCF model? 

As discussed earlier. published studies in the academic literature demonstrate that 

growth forecasts made by security analysts are reasonable indicators of investor 

expectations, and that investors rely on analysts' forecasts. 

Do you see any dangers in relying on value line as an exclusive source of 

forecasts in applying the DCF model? 

Yes, I do. Mr. Parcel1 places equal weight on the Value Line forecast and the 

market consensus forecast. As one surrogate for growth in the DCF model, Mr. 

Parcel1 used an average of the three Value Line growth forecasts for earnings, 

dividend, and book value. Mr. Parcell's heavy reliance on Value Line growth 

forecasts runs the risk that such forecasts are not representative of investors' 

consensus forecast. One would expect that averages of analysts' growth forecasts 

such as those contained in First Call andlor Zacks, rather than one particular firm's 

forecast, are more reliable estimates of the investors' consensus expectations likely 

*,. L A  : ru UG ~mpounded in stock prices. 

Are investors expecting growth rates equal to Mr. Parcell's range? 
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No. The best evidence shows that investors are expecting growth rates higher 

than Mr. Parcel1 has found. For his first group of electric utilities. Mr. Parcel1 has 

found (see his exhibit CA-406 page 4 of 4) growth rates ranging from 2.4% to 

4.670, with a mean of 3.795, from all the proxies he used. As indicated earlier, the 

retention growth estimate should be discarded from the analysis, historical growth 

rates should be given considerably less weight, and Value Line forecasts are 

somewhat unrepresentative, which leaves us with the consensus analyst forecast 

of 4.6%. This is almost one full percentage point above Mr. Parcell's mean 

estimate, and therefore Mr. Parcell's DCF cost of equity estimates are downward- 

biased by about 100 basis points from this understatement alone 

6. DCF RELIABILITY 

Is there any evidence that Mr. Parcell's DCF results are unreliable? 

Yes, there is. The two tables below reproduce Mr. Parcell's DCF estimates 

(dividend yield plus growth) for both of his samples of electric utilities using each 

of the five proxies for growth. 

Mr. Parcell's First Group of Electric Utilities 
DCF Results 

Using Using 
Company Historic Projected 

Retention Retention 
(1) (2) 

CH Energy 6.8% 6.6% 
Great Plains Energy 8.4% 8.7% 
NSTAR 9.2% 8.7% 
Otter Tail 9.2% 8.3% 
Pinnacle West 8.9% 7.2% 
PNM Resources 8.6% 6.4% 
SCANA 9.2% 9.2% 
Wisconsin Energy 7.9% 8.9% 
Source: Mr. Parcell exhibit CA-406 page 4 

Using Using 
Historic Projected 

Per Share Per Share 
(3) (4) 

4.5% 6.5% 
9.0% 7.2% 
7.2% 7.7% 
8.9% 7.8% 
7.2% 8.5% 
5.2% 7.9% 
6.8% 9.3% 
2.9% 7.6% 

Using 
Analysts 
Forecast 

( 5 )  

4.8% 
8.5% 
9.2% 
8.6% 
9.0% 
8.7% 
8.5% 
7.6% 
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Mr. Parcell's Second Group of Electric Utilities 
DCF Results 

Using Using Using Using Using 
Company Historic Projected Historic Projected Analysts 

Retention Retention Per Share Per Share Forecast 
(1) (2) (3) (4) (5) 

Avista 
Cleco 
Empire District 
IDACORP 
NSTAR 
Puget Energy 
UIL Holdings 
Vectren 
Source: Mr. Parcell 

7.0% 7.0% -1.1% 10.2% 7.7% 
9.6% 8.9% 8.4% 5.7% 8.4% 
5.7% 7.1% 5.1% 8.9% 7.6% 
7.7% 7.4% 3.6% 5.9% 8.9% 
9.2% 8.7% 7.2% 7.7% 9.2% 
6.6% 7.6% -0.6% 7.6% 8.6% 
7.3% 5.6% 4.1% 5.8% 6.6% 
6.8% 8.2% 4.5% 8.5% 8.5% 

exhibit CA-406 page 4 

In the first table, the DCF results are scattered all over, ranging from a low of 

2.9% for Wisconsin Energy to a high of 9.3% for SCANA. The situation is even 

worse in the second table with the DCF results ranging from a low of - 1.1 % to a 

high of 10.2% for Avista. Some estimates are negative, several estimates are 

barely above the cost of debt. The huge variability in the results demonstrates 

the lack of reliability of the DCF approach. 

This is precisely why it is important to select relatively large sample sizes 

as opposed to small sample sizes consisting of a handful of companies when using 

the DCF model. Samples consisting of only eight companies are simply too 

small. This is because the electric utility industry capital market data is highly 

unstable and fluid at this time. Confidence in the reliability of the DCF model 

result is considerably enhanced when applying the DCF model to a large group of 

companies. Utilizing a large portfolio of companies reduces the chance of either 

overestimating or underestimating the cost of equity for an individual company 
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I reiterate an important message from my direct testimony. A far superior 

approach to defining small narrowly-defined company samples is to apply cost of 

capital estimation techniques to a large group of electric utilities representative of 

the electric utility industry average and then make adjustments to account for any 

difference in investment risk between the Company and the industry average. In 

the current unstable industry environment, the composition of small groups of 

companies is very fluid, with companies exiting the sample due to dividend 

suspensions or reductions, insufficient or unrepresentative historical data due to 

recent mergers, impending merger or acquisition, and changing corporate 

identities due to restructuring activities. We can see this instability by comparing 

Mr. Parcell's first preferred group of electric utilities to his second group of 

electric utilities defined as per the Commission's past screening criteria. The 

groups are totally different, with only one company in common. The same is true 

for Mr. Hill's sample of ten companies, only four of which appear in Mr. Parcell's 

two samples. 

Q. Please comment on Mr. Parcell's criticism of your DCF analysis. 

A. On page 63 of his testimony, Mr. Parcell takes issue with the fact that I have used 

only one indicator of growth in the DCF analysis, namely, analyst growth 

projections and that I have ignored historical and projected growth rates in 

dividends and book value. I have previously discussed the impropriety of relying 

on "near-term" dividend growth because it is widely expected that energy utilities 

will continue to lower their dividend payout ratio over the next several years in 

response to increased business risk, and that earnings and dividends are not 

expected to grow at the same rate in the future. In my direct testimony and earlier 

in my rebuttal, I discussed the merits of using consensus analysts' earnings growth 
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forecasts in the DCF model and the supportive empirical literature. 

Please discuss the use of analysts' forecasts in applying the DCF model to 

utilities. 

The best proxy for the growth component of the DCF model is analysts' long-term 

earnings growth forecasts. These forecasts are made by large reputable 

organizations. and the data are readily available to investors and are representative 

of the consensus view of investors. 

What does the published academic literature say on the subject of growth rates in 

the DCF model? 

Published studies in the academic literature demonstrate that growth forecasts 

made by security analysts are reasonable indicators of investor expectations, and 

that investors rely on analysts' forecasts. Cragg and Malkiel ["Expectations and 

the Structure of Share Prices," Chicago: University of Chicago Press, 19821 

present detailed empirical evidence that the average analysts' expectation is more 

similar to expectations being reflected in the marketplace than are historical 

growth rates, and represents the best possible source of DCF growth rates. Cragg 

and Malkiel show that historical growth rates do not contain any information that 

is not already impounded in analysts' growth forecasts. A study by Professors 

Vander Weide and Carleton, "Investor Growth Expectations: Analysts vs. 

History" (The Journal of Poqtolio Management, Spring 1988), also confirms the 

superiority of analysts' forecasts over historical growth extrapolations. Another 

study by Tirnrne & Eiseman, "On the Use of Consensus Forecasts of Growth in 

the Constant Growth Model: The Case of Electric Utilities," Financial 

Management, Winter 1989, produces similar results. 
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7. CAPM RISK-FREE RATE 

Do you agree with Mr. Parcell's comments on your choice of risk-free rate in the 

CAPM analysis? 

No, I do not. Mr. Parcell uses a risk-free rate based on the prevailing yield on 20- 

year Treasury bonds rather than my yield based on 30-year Treasury bonds. The 

appropriate proxy for the risk-free rate in the CAPM is the return on very long- 

term Treasury bonds. This is simply because common stocks are very long-term 

instruments more akin to very long-term bonds. The ideal estimate for the risk- 

free rate has a term to maturity equal to the security being analyzed. Because 

common equity has an infinite life-span, the inflation expectations embodied in its 

market-required rate of return will be equal to the inflation rate anticipated to 

prevail over the long-term. Among U.S. Treasury securities, 30-year U.S. 

Treasury bonds have the longest term to maturity. Therefore, 30-year U.S. 

Treasury bonds will most closely incorporate within their yield the inflation 

expectations that influence the prices of common stocks. 

On page 56 of his testimony, Mr. Parcel1 objects to the use of 30-year bonds 

because the U.S. Treasury no longer issues such honds. That is immaterial. In the 

same way that we can use stock prices in the application of the DCF model to a 

given company even though that company has not issued stock in the recent past, 

we can rely on bond prices of 30-year Treasury bonds and the implied yields. 30- 

year Treasury bonds are actively traded on secondary markets and provide useful 

pricelyield signals. 

8. CAPM MARKET RISK PREMIUM 

How does Mr. Parcel1 estimate the market risk premium component of the 

CAPM? 
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In order to determine the market risk premium (MRP) component of his first 

CAPM analysis, Mr. Parcel1 examines the returns on the S&P 500 and derives a 

MRP of 8.5%, that is, a market return of 13.2% less the risk-free rate of 4.75%. 1 

agree with that estimate. In his second CAPM analysis, he relies on the long-term 

6.6% historical market risk premium reported in the Ihbotson Associates 

Valuation 2005 Yearbook for the 1926 - 2004 period. I disagree with this 

estimate because only the income component of bond returns is relevant. and not 

the total return component, in calculating a MRP that serves as a proxy for the 

expected MRP. 

Should the historical market risk premium be estimated using the income 

component of bond returns or the total retum component? 

I response to Mr. Parcell's criticism on page 57 that I have improperly used 

income returns rather than total returns on bonds. The historical MRP should be 

computed using the income component of bond returns because the intent, even 

using historical data, is to identify an expected MRP. Ihbotson Associates 

recommend the use of the latter as a more reliable estimate of the historical MRP 

because the income component of total bond return (i.e., the coupon rate) is a far 

better estimate of expected return than the total retum (i.e., the coupon rate plus 

capital gains), because realized capital gainsllosses are largely unanticipated by 

investors. This particular CAPM estimate of the cost of common equity is 

therefore downward-biased by close to 80 basis points as a result of this omission 

alone (the difference between 7.2% and 6.6% times Mr. Parcell's beta estimate of 

0.76). 

Please respond to Mr. Parcell' criticism of your second estimate of the market risk 
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On page 58, Mr. Parcel1 disagrees with my estimate of 13.3% for the return on the 

aggregate market. This is a surprising criticism given that this estimate is 

virtually identical to his estimate of 13.2%. 

Mr. Parcel1 claims that the empirical CAPM inflates the CAPM result for the 

selected company or industry. Is he correct? 

No, I do not believe so. For companies with betas less than one, the CAPM 

understates the retum while for companies with betas greater than one, the CAPM 

overstates the return. I discussed the conceptual and empirical foundations earlier 

in my rebuttal. I should also point out that in the case of utility stocks, the CAPM 

understates the rate of return on equity by approximately 50 basis points. 

Mr. Parcel1 disagrees with the risk premium methodology because economic 

conditions today are different and that risk premiums are unstable from year to 

year. How do you respond? 

I refer back to my earlier discussion of historical risk premium in my rebuttal of 

Mr. Hill. 

9. COMPARABLE EARNINGS TEST. 

Please discuss Mr. Parcell's comparable eamings test. 

In his implementation of the comparable eamings test, Mr. Parcel1 looks to the 

realized returns on book equity (ROE) achieved by his group of comparable 

utilities and by a broad group of industrials, namely the S&P 500, as a proper 

guide for setting HECO's cost of common equity. His results are summarized in 

table form on page 45 of his testimony. Strangely, the ROE results for the two 

comparable groups, historic or prospective, all exceed Mr. Parcell's recommended 

8.5% - 10.0% ROE. In other words, the ROE indicated by the Comparable 

Eamings results is well in excess of Mr. Parcell's recommended ROE. Mr. 
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Parcel1 explains this paradox by referring to the MIB ratios of electric utilities that 

are well above 1.0. 

Mr. Parcel1 seems to suggest that since current M/B ratios for utilities are in 

excess of 1.0, these companies are expected by investors to be able to earn more 

than their cost of capital, and that the regulating authority should lower the 

authorized return on equity. Mr. Parcel1 would therefore find it plausible that 

stock prices drop from the current 1.6 - 1.7 times book to the desired M/B ratio 

range of 1.00 to 1.05 times book. 

If, indeed, that is Mr. Parcell's suggestion, I disagree. I discussed this issue 

at length earlier in rebutting Mr. Hill's testimony. M/B ratios are determined by 

the marketplace, and utilities cannot be expected to attract capital in an 

environment where industrials are commanding MIB ratios well in excess of 1.00. 

Moreover, if regulators were to currently set rates so as to produce a MfB ratio of 

1.0, not only would the long-run target M/B ratio of 1.0 be violated, but more 

importantly, the inevitable consequence would be to inflict severe capital losses 

on shareholders. Investors have not committed capital to utilities with the 

expectation of incurring capital losses from a misguided regulatory process. 

What are the basic conclusions of your rebuttal to Mr. Parcell's return on equity 

testimony? 

Mr. Parcel1 understates HECO's required return on common equity. A proper 

application of cost of capital methodologies would give results higher than those 

that he obtained. 

111. UPDATED RECOMMENDATION 

What is the purpose of this section of your rebuttal testimony? 

The purpose of this section of my rebuttal testimony is to update my ROE 
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recommendation in view of the changes that have occurred in capital market 

conditions since 1 prepared my direct testimony more than one year ago in May 

2004. 

Can you briefly describe the behavior of interest rates since you prepared your 

rebuttal testimony? 

Yes. Appreciable changes have occurred in capital market conditions since I 

prepared my rebuttal testimony almost one year ago. The current level of U.S. 

Treasury 30-year long-term bond yield is 4.596, versus 5.5% when I prepared my 

direct testimony. Moreover, long-term yields are projected to rise by 

approximately 50 basis points (0.5%) over the year. The forecast increase in long- 

term yields is not surprising in view of the Federal Reserve Bank's numerous 

increases in administered short-term rates in an attempt to prevent inflationary 

excesses, high federal deficits, high international balance of payments deficits, 

declining unemployment, and rising core inflation. It is therefore reasonable to 

rely on a range of 4.5% - 5.0% as an estimate of the risk-free rate. This compares 

to a range of 5.5% - 6.0% in my direct testimony. 

Dr. Morin, what has happened to electric utility betas since you prepared your 

direct testimony? 

As shown in HECO-R-2001, they have increased from 0.78 to 0.84 in response to 

greater risk perceptions of the electric utility industry by investors. 

Dr. Morin, has the market risk premium changed since you prepared your direct 

testimony? 

Yes, it has increased slightly from 7.5% to 7.8%. 

Dr. Morin please describe what has happened to the DCF results since you 

prepared your direct testimony. 
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As seen from HECO-R-2003 to HECO-R-2008, the DCF results for the energy 

utilities have decreased in response to higher stock prices (lower dividend yields). 

Dr. Morin, please summarize your revised results from the various methodologies. 

The net result of these capital market changes is a net decrease in the cost of 

common equity for the average risk electric utility. Alongside the original results. 

the revised cost of common equity estimates for the average risk electric utility are 

summarized in the table below. 

STUDY 

CAPM Risk-free rate 4.5% 
CAPM Risk-free rate 5.0% 
Empirical CAPM Risk-free rate 4.5% 
Empirical CAPM Risk-free rate 5.0% 
Risk Premium Electric Utility at 4.5% 
Risk Premium Electric Utility at 5.0% 
Risk Premium Natural Gas at 4.5% 
Risk Premium Natural Gas at 5.0% 
Allowed Risk Premium at 4.5% 
Allowed Risk Premium at 5.0% 
DCF Moody's Electrics Zacks Growth 
DCF Moody's Electrics Value Line Growth 
DCF Vert Int Electrics Zacks Growth 
DCF Vert Int Electrics Value Line Growth 
DCF Natural Gas Zacks Growth 
DCF Natural Gas Value Line 

ROE 
Old New 
11.7% 11.4% 
12.2% 11.9% 
12.1% 11.7% 
12.6% 12.2% 
11.4% 10.4% 
11.9% 10.9% 
11.5% 10.5% 
12.0% 11.0% 
11.2% 10.7% 
11.3% 10.9% 
9.6% 9.1% 
9.5% 9.8% 
9.9% 9.1% 

10.6% 9.7% 
9.7% 8.9% 

10.5% 10.3% 

The central result from the various updated tests is 10.6% for the average 

risk electric utility as indicated by the average of 10.5%, the median of 10.6%, 

and the midpoint of the range of 10.6%. Yet another way of characterizing the 

results is on a methodological basis. The average result from the three principal 

methodologies is as follows: 
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CAPM 11.8% 

Risk Premium 10.7% 

DCF 9.3% 

AVERAGE 10.6% 

Again, the overall average result is 10.6% for the average risk electric 

utility. 

Did you adjust these results to account for the fact that HECO is riskier than the 

average electric utility? 

Yes. As was the case in my original testimony, I increased my recommendation 

of 10.6% for the average risk utility by 40 basis points to 11.0% in order to 

account for HECO's higher relative risks and smaller size. 

Dr. Morin, what is your final conclusion regarding HECO's cost of common 

equity capital? 

Based on current capital market conditions and the application of my professional 

judgment. it is my opinion that a just and reasonable return on the common equity 

capital of HECO's electric utility operations in the State of Hawaii is 11.0%. This 

represents a substantial decrease of 50 basis points from my original 

recommendation of 1 1.5%. 

Does this complete your rebuttal testimony? 

Yes. it does. 
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MOODY'S ELECTRIC UTILITIES 
BETA ESTIMATES 

Company Name Beta 

1 Amer. Elec. Power 
2 CH Energy Group 
3 Cinergy Corp. 
4 Consol. Edison 
5 Constellation Energy 
6 Dominion Resources 
7 DPL lnc. 
8 Duquesne Light Hldgs 
9 Duke Energy 

10 Energy East Corp. 
11 Exelon Corp. 
12 FirstEnergy Cop. 
13 IDACORP lnc. 
14 NiSource Inc. 
15 OGE Energy 
16 PPL Corp. 
17 Progress Energy 
18 Public Sew. Enterprise 
19 Southern Co. 
20 TECO Energy 
21 Xcel Energy Inc. 

AVERAGE 0.85 

Source: VLlA 712005 
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ELECTRIC UTILITY INDUSTRY 
BETA ESTIMATES 

Company Name Beta 

1 Allegheny Energy 
2 ALLETE 
3 Alliant Energy 
4 Amer. Elec. Power 
5 Ameren Corp. 
6 Aquila Inc. 
7 Avista Corp. 
8 Black Hills 
9 Cen. Vermont Pub. Sew. 

10 Centerpoint Energy 
11 CH Energy Group 
12 Cinergy Corp. 
13 Cleco Corp. 
14 CMS Energy Corp. 
15 Consol. Edison 
16 Constellation Energy 
17 Dominion Resources 
18 DPL Inc. 
19 DTE Energy 
20 Duke Energy 
21 Duquesne Light Hldgs 
22 Edison lnt'l 
23 El Paso Electric 
24 Empire Dist. Elec. 
25 Energy East Corp. 
26 Entergy Corp. 
27 Exelon Corp. 
28 FirstEnergy Corp. 
29 Florida Public Utilities 
30 FPL Group 
31 Green Mountain Pwr. 
32 G't Plains Energy 
33 Hawaiian Elec. 
34 IDACORP lnc. 
35 Maine & Maritimes Corp 
36 MDU Resources 



HECO-R-2001 
DOCKET NO. 04-01 13 
PAGE 3 OF 4 

ELECTRIC UTILITY INDUSTRY 
BETA ESTIMATES 

Company Name Beta 

37 MGE Energy 
38 NiSource Inc. 
39 Northeast Utilities 
40 Northwestern Corporation 
41 NSTAR 
42 OGE Energy 
43 Otter Tail Corp. 
44 Pepco Holdings 
45 PG&E Cop. 
46 Pinnacle West Capital 
47 PNM Resources 
48 PPL Corp. 
49 Progress Energy 
50 Public Serv. Enterprise 
51 Puget Energy Inc. 
52 SCANA Corp. 
53 Sempra Energy 
54 Sierra Pacific Res. 
55 Southern Co. 
56 TECO Energy 
57 TXU Corp. 
58 UIL Holdings 
59 UniSource Energy 
60 UNlTlL Corp. 
61 Vectren Corp. 
62 Westar Energy 
63 Wisconsin Energy 
64 WPS Resources 
65 Xcel Energy Inc. 

AVERAGE 0.84 

Source: VLlA 7t2005 
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COMBINATION GAS & ELEC UTILITY 
BETA ESTIMATES 

Company Name Beta 

1 Alliant Energy 
2 Ameren Corp. 
3 Centerpoint Energy 
4 CH Energy Group 
5 Cinergy Cop. 
6 CMS Energy Corp. 
7 Consol. Edison 
8 Constellation Energy 
9 Dominion Resources 

10 DTE Energy 
11 Duke Energy 
12 Energy East Cop. 
13 Entergy Corp. 
14 Exelon Corp. 
15 Florida Public Utilities 
16 MDU Resources 
17 MGE Energy 
18 NiSource Inc. 
19 Northeast Utilities 
20 NSTAR 
21 Pepco Holdings 
22 PG&E Cop. 
23 PNM Resources 
24 PPL Corp. 
25 Public Serv. Enterprise 
26 Puget Energy Inc. 
27 SCANA Corp. 
28 Sempra Energy 
29 TECO Energy 
30 TXU Corp. 
31 Vectren Cop. 
32 Wisconsin Energy 
33 WPS Resources 
34 Xcel Energy Inc. 

AVERAGE 0.85 

Source: VLlA 7/2005 
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ELECTRIC UTILITIES 
HISTORICAL GROWTH RATES 

Company Name Earnings Dividend Book Value 
Growth Growth Growth 
5-Year BYear 5-Year 

1 Allegheny Energy 
2 ALLETE 
3 Alliant Energy 
4 Arner. Elec. Power 
5 Ameren Corp. 
6 Aquila Inc. 
7 Avista Corp. 
8 Black Hills 
9 Cen. Vermont Pub. Sew. 

10 Centerpoint Energy 
11 CH Energy Group 
12 Cinergy Corp. 
13 Cleco Corp. 
14 CMS Energy Corp. 
15 Consol. Edison 
16 Constellation Energy 
17 Dominion Resources 
18 DPL Inc. 
19 DTE Energy 
20 Duke Energy 
21 Duquesne Light Hldgs 
22 Edison lnt'l 
23 El Paso Electric 
24 Empire Dist. Elec. 
25 Energy East Cop. 
26 Entergy Corp. 
27 Exelon Corp. 
28 FirstEnergy Corp. 
29 Florida Public Utilities 
30 FPL Group 
31 Green Mountain Pwr. 
32 G't Plains Energy 
33 Hawaiian Elec. 
34 IDACORP lnc. 
35 Maine & Maritimes Corp 
36 MDU Resources 
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ELECTRIC UTILITIES 
HISTORICAL GROWTH RATES 

Company Name Earnings Dividend Book Value 
Growth Growth Growth 
5-Year 5-Year 5-Year 

37 MGE Energy 
38 NiSource Inc. 
39 Northeast Utilities 
40 Northwestern Corporation 
41 NSTAR 
42 OGE Energy 
43 Otter Tail Corp. 
44 Pepco Holdings 
45 PG&E Corp. 
46 Pinnacle West Capital 
47 PNM Resources 
48 PPL Corp. 

.- 49 Progress Energy 
50 Public Serv. Enterprise 
51 Puget Energy Inc. 
52 SCANA Corp. 
53 Sempra Energy 
54 Sierra Pacific Res. 
55 Southern Co. 
56 TECO Energy 
57 TXU Cop. 
58 UIL Holdings 
59 UniSource Energy 
60 UNlTlL Corp. 
61 Vectren Corp. 
62 Westar Energy 
63 Wisconsin Energy 
64 WPS Resources 
65 Xcel Energy Inc. 

AVERAGE 1.5 -0.7 1.8 

Source: Value Line Investment Analyzer 512004 
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MOODY'S ELECTRIC UTILITIES 
DCF ANALYSIS: ANALYSTS' GROWTH FORECASTS 

Company % Current Analysts' % Expected Cost of ROE 
Divid Growth Divid Equity 
Yield Forecast Yield 
(1) (2) (3) (4) (5) 

1 Amer. Elec. Power 3. 3.8 7.0 7.2 
2 CH Energy Group 4. 4.4 4.4 4.6 
3 Cinergy Corp. 4.3 4.5 4.5 9.0 9.2 
4 Consol. Edison 4.7 3.1 4.9 8.0 8.3 
5 Constellation Energy 2.4 9.8 2.6 12.4 12.5 
6 Dominion Resources 3.6 6.3 3.8 10.1 10.3 
7 DPL Inc. 3.5 5.0 3.6 8.6 8.8 
8 Duquesne Light Hldgs 5.2 5.0 5.5 10.5 10.8 
9 Duke Energy 4.1 6.1 4.3 10.4 10.7 

10 Energy East Corp. 4.1 3.7 4.2 7.9 8.1 
11 Exelon Corp. 3.0 6.1 3.2 9.3 9.4 
12 FirstEnergy Corp. 3.4 4.3 3.6 7.9 8.1 
13 IDACORP lnc. 3.8 4.3 3.9 8.2 8.4 
14 NiSource Inc. 3.7 4.1 3.9 8.0 8.2 
15 OGE Energy 4.6 3.0 4.7 7.7 7.9 
16 PPL Corp. 3.2 5.4 3.3 8.8 8.9 
17 Progress Energy 5.2 4.1 5.4 9.5 9.8 
18 Public Serv. Enterprise 3.6 4.2 3.7 7.9 8.1 
19 Southern Co. 4.2 4.5 4.4 8.9 9.1 
20 TECO Energy 4.1 4.4 4.3 8.7 8.9 
21 Xcel Energy lnc. 4.4 4.2 4.6 8.8 9.0 

AVERAGE 3.9 4.8 4.1 8.7 8.9 

Notes: -. 
Column 1: Value Line Investment Analyzer, 712007 
Column 2: Zacks long-term earnings growth forecast, 712005 

- 

Column 3 = Column 1 times (1 + Column 21100) 
Column 4 = Column 3 + Column 2 
Column 5 = (Column 3 10.95) + Column 2 
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INVESTMENT-GRADE VERTICALLY INTEGRATED ELEC. UTILITIES 
DCF ANALYSIS: ANALYSTS' GROWTH FORECASTS 

Company % Current Analysts' % Expected Cost of ROE 
Divid Growth Divid Equity 
Yield Forecast Yield 
(1) (2) (3) (4) (5) 

1 Ameren Corp. 4.5 4.9 4.8 9.7 9.9 
2 Cinergy Corp. 4.3 4.5 4.5 9.0 9.2 
3 CIeco Corp. 4.0 4.0 4.2 8.2 8.4 
4 Dominion Resources 3.6 6.3 3.8 10.1 10.3 
5 DPL Inc. 3.5 5.0 3.6 8.6 8.8 
6 Energy East Corp. 4.1 3.7 4.2 7.9 8.1 
7 Empire Dist. Elec. 5.2 5.0 5.5 10.5 10.8 
8 Entergy Corp. 3.0 7.0 3.2 10.2 10.4 
9 FirstEnergy Corp. 3.4 4.3 3.6 7.9 8.1 

10 FPL Group 3.2 5.4 3.4 8.8 9.0 
12 GY Plains Energy 5.1 3.0 5.2 8.2 8.5 
13 Hawaiian Elec. 4.5 3.5 4.7 8.2 8.4 
14 IDACORP inc. 3.8 4.3 3.9 8.2 8.4 
15 Alliant Energy 3.8 4.0 4 .O 8.0 8.2 
16 Northeast Utilities 3.3 4.5 3.4 7.9 8.1 
17 Progress Energy 5.2 4.1 5.4 9.5 9.8 
18 Pinnacle West Capital 4.3 5.2 4.5 9.7 9.9 
19 Puget Energy Inc. 4.2 4.8 4.3 9.1 9.4 
20 Southern Co. 4.2 4.0 4.3 8.3 8.6 
21 TECO Energy 4.1 4.4 4.3 8.7 8.9 
22 Xcel Energy Inc. 4.4 4.2 4.6 8.8 9.0 

AVERAGE 4.1 4.6 4.3 8.8 9.1 

Notes: -. 
Column 1: Value Line Investment Analyzer, 712005 
Column 2: Zacks long-term earnings growth forecast, 712005 

- 

Column 3 = Column 1 times (1 + Column 21100) 
Column 4 = Column 3 + Column 2 
Column 5 = (Column 3 10.95) + Column 2 
No growth forecast for Green Mountain Power 
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MOODY'S ELECTRIC UTILITIES 
DCF ANALYSIS: VALUE LINE GROWTH PROJECTIONS 

Company % Current Proj EPS % Expected Cost of ROE 
Divid Growth Divid Equity 
Yield Yield 
(1) (2) (3) (4) (5) 

1 Amer. Elec. Power 3.7 2.0 3.7 5.7 5.9 
2 CH Energy Group 4.4 3.0 4.5 7.5 7.8 
3 Cinergy Corp. 4.3 5.5 4.5 10.0 10.2 
4 Consol. Edison 4.7 1.5 4.8 6.3 6.5 
5 Constellation Energy 2.4 13.0 2.7 15.7 15.8 
6 Dominion Resources 3.6 9.0 3.9 12.9 13.1 
7 DPL lnc. 3.5 2.5 3.5 6.0 6.2 
8 Duquesne Light Hldgs 5.2 3.0 5.4 8.4 8.7 
9 Duke Energy 4.1 8.0 4.4 12.4 12.6 

10 Energy East Corp. 4. I 4.5 4.3 8.8 9.0 
11 Exelon Corp. 3.0 6.5 3.2 9.7 9.9 
12 FirstEnergy Corp. 3.4 10.0 3.8 13.8 13.9 
13 IDACORP lnc. 3.8 6.0 4.0 10.0 10.2 
14 NiSource Inc. 3.7 2.5 3.8 6.3 6.5 
15 OGE Energy 4.6 5.5 4.8 10.3 10.6 
16 PPL Corp. 3.2 ,? .... , , .. , . .... . . , 5.5 3.3 8.8 9.0 
17 Progress Energy gq&sp~~#fi$:;f. 34fTafE:srtdthaJ$$.B 

18 Public Sew. Enterprise 3.6 I .O 3.6 4.6 4.8 
19 Southern Co. 4.2 4.0 4.3 8.3 8.6 
20 TECO Energy 
21 Xcel Energy Inc. 4.4 7.5 4.7 12.2 12.5 

AVERAGE 3.9 5.3 4.1 9.4 9.6 

Notes: -. 
Column 1, 2: Value Line Investment Survey for Windows, 712005 

- 
Column 3 = Column 1 times (1 + Column 21100) 
Column 4 = Column 3 + Column 2 
Column 5 = (Column 3 10.95) + Column 2 
No Value Line growth forecasts available for Progress Energy, TECO 
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MOODY'S ELECTRIC UTILITIES 
DCF ANALYSIS: VALUE LINE GROWTH PROJECTIONS 

Company % Current Proj EPS % Expected Cost of ROE 
Divid Growth Divid Equity 
Yield Yield 
(1) (2) (3) (4) (5) 

1 Amer. Elec. Power 3.7 2.0 3.7 5.7 5.9 
2 CH Energy Group 4.4 3.0 4.5 7.5 7.8 
3 Cinergy Corp. 4.3 5.5 4.5 10.0 10.2 
4 Consol. Edison 4.7 1.5 4.8 6.3 6.5 
5 Constellation Energy 2.4 13.0 2.7 15.7 15.8 
6 Dominion Resources 3.6 9.0 3.9 12.9 13.1 
7 DPL Inc. 3.5 2.5 3.5 6.0 6.2 
8 Duquesne Light Hldgs 5.2 3.0 5.4 8.4 8.7 
9 Duke Energy 4.1 8.0 4.4 12.4 12.6 

10 Energy East Corp. 4.1 4.5 4.3 8.8 9.0 
11 Exelon Corp. 3.0 6.5 3.2 9.7 9.9 
12 FirstEnergy Cop. 3.4 10.0 3.8 13.8 13.9 
13 IDACORP inc. 3.8 6.0 4.0 10.0 10.2 
14 NiSource Inc. 3.7 2.5 3.8 6.3 6.5 
15 OGE Energy 4.6 5.5 4.8 10.3 10.6 
16 PPL Corp. 3.2 5.5 3.3 8.8 9.0 
17 Southern Co. 4.2 4.0 4.3 8.3 8.6 
18 Xcel Energy Inc. 4.4 7.5 4.7 12.2 12.5 

AVERAGE 3.9 5.5 4.1 9.6 9.8 

Notes: 
Column 1,2: Value Line Investment Survey for Windows, 712005 
Column 3 = Column 1 times (1 + Column 21100) 
Column 4 = Column 3 + Column 2 - 
Column 5 = (Column 3 10.95) + Column 2 
No Value Line growth forecasts available for Progress Energy, TECO 

- 

Public Service Enterprise eliminated: ongoing merger, estimate less than cost of debt 
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INVESTMENT-GRADE VERTICALLY INTEGRATED ELEC. UTILITIES 
DCF ANALYSIS: ANALYSTS' GROWTH FORECASTS 

Company % Current Analysts' % Expected Cost o f  ROE 
Divid Growth Divid Equity 
Yield Forecast Yield 

1 Ameren Cop. 
2 Cinergy Corp. 
3 Clew Corp. 
4 Dominion Resources 
5 DPL Inc. 
6 Energy East Cop. 
7 Empire Dist. Elec. 
8 Entergy Cop. 
9 FirstEnergy Corp. 

10 FPL Group 
11 Green Mountain Pwr. 
12 G't Plains Energy 
13 Hawaiian Elec. 
14 IDACORP lnc. 
15 Alliant Energy 
16 Northeast Utilities 
17 Progress Energy 
18 Pinnacle West Capital 
19 Puget Energy Inc. 
20 Southern Co. 
21 TECO Energy 
22 Xcel Energy Inc. 

AVERAGE 4.0 4.6 4.2 8.6 8.8 

-. 
Notes: 
Column I :  Value Line Investment Analyzer, 712005 - 

Column 2: Zacks long-term earnings growth forecast, 712005 
Column 3 = Column I times (1 +Column 21100) 
Column 4 = Column 3 + Column 2 
Column 5 = (Column 3 10.95) + Column 2 
No growth forecast for Green Mountain Power 
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INVESTMENT-GRADE VERTICALLY INTEGRATED ELEC. UTILITIES 
DCF ANALYSIS: ANALYSTS' GROWTH FORECASTS 

Company % Current Analysts' % Expected Cost o f  ROE 
Divid Growth Divid Equity 
Yield Forecast Yield 

1 Ameren Corp. 
2 Cinergy Corp. 
3 Cleco Corp. 
4 Dominion Resources 
5 DPL Inc. 
6 Energy East Corp. 
7 Empire Dist. Elec. 
8 Entergy Corp. 
9 FirstEnergy Corp. 

10 FPL Group 
12 G't Plains Energy 
13 Hawaiian Elec. 
14 IDACORP lnc. 
15 Alliant Energy 
16 Northeast Utilities 
17 Progress Energy 
18 Pinnacle West Capital 
19 Puget Energy Inc. 
20 Southern Co. 
21 TECO Energy 
22 Xcel Energy Inc. 

AVERAGE 4.1 4.6 4.3 8.8 9.1 

Notes: -. 
Column 1: Value Line Investment Analyzer, 712005 
Column 2: Zacks long-term earnings growth forecast, 712005 - 
Column 3 = Column 1 times (1 + Column 21100) 
Column 4 = Column 3 + Column 2 
Column 5 = (Column 3 10.95) + Column 2 
No growth forecast for Green Mountain Power 
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INVESTMENT-GRADE VERTICALLY INTEGRATED ELEC. UTILITIES 
DCF ANALYSIS: VALUE LINE GROWTH PROJECTIONS 

Company % Current Proj EPS % Expected Cost of ROE 
Divid Growth Divid Equity 
Yield Yield 

1 Ameren Cop. 
2 Cinergy Corp. 
3 Cleco Corp. 
4 Dominion Resources 
5 DPL Inc. 
6 Energy East Corp. 
7 Empire Dist. Elec. 
8 Entergy Corp. 
9 FirstEnergy Corp. 

10 FPL Group 
11 Green Mountain Pwr. 
12 Great Plains Energy 
13 Hawaiian Elec. 
14 IDACORP lnc. 
15 Alliant Energy 
16 Northeast Utilities 
17 Progress Energy 
18 Pinnacle West Capital 
19 Puget Energy Inc. 
20 Southern Co. 
21 TECO Energy 
22 Xcel Energy Inc. 

AVERAGE 4.0 5.0 

Notes: 
Column 1, 2: Value Line Investment Analyzer, 712007 
Column 3 = Column 1 times (1 + Column 21100) 
Column 4 = Column 3 + Column 2 
Column 5 = (Column 3 10.95) + Column 2 
No growth projections for Progress Energy, TECO 
Negative growth projection for Great Plains Energy 
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INVESTMENT-GRADE VERTICALLY INTEGRATED ELEC. UTILITIES 
DCF ANALYSIS: VALUE LINE GROWTH PROJECTIONS 

Company % Current Proj EPS % Expected Cost of ROE 
Divid Growth Divid Equity 
Yield Yield 

1 Ameren Corp. 
2 Cinergy Corp. 
3 Cleco Corp. 
4 Dominion Resources 
5 DPL Inc. 
6 Energy East Corp. 
7 Empire Dist. Elec. 
8 Entergy Corp. 
9 FirstEnergy Corp. 

10 FPL Group 
11 Green Mountain Pwr. 
12 Hawaiian Elec. 
13 IDACORP lnc. 
14 Alliant Energy 
15 Northeast Utilities 
16 Pinnacle West Capital 
17 Puget Energy Inc. 
18 Southern Co. 
19 Xcel Energy Inc. 

AVERAGE 3.9 5.3 

Notes: 
Column 1, 2: Value Line Investment Analyzer, 712007 
Column 3 = Column 1 times (1 + Column 21100) 
Column 4 = Column 3 + Column 2 
Column 5 = (Column 3 f0.95) + Column 2 
No growth projections for Progress Energy, TECO 
Negative growth projection for Great Plains Energy 
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NATURAL GAS UTILITIES 
DCF ANALYSIS: ANALYSTS' GROWTH FORECASTS 

Company Industry % Current Analysts Expected Cost of ROE 
Divid Growth Divid Equity 
Yield Forecast Yield 

(1 (2) (3) (4) (5) (6) 

1 AGL Resources GASDISTR 3.2 4.8 3.4 8.1 8.3 
2 Atmos Energy GASDISTR 4.3 5.3 4.5 9.8 10.1 
3 Energen Corp. GASDISTR 1.1 7.1 1.2 8.3 8.3 
4 KeySpan Corp. GASDISTR 4.6 2.8 4.7 7.4 7.7 
5 Laclede Group GASDISTR 4.2 5.0 4.5 9.5 9.7 
6 New Jersey Resources GASDISTR 2.8 6.0 3.0 9.0 9.1 
7 NICOR Inc. GASDISTR 4.5 2.3 4.6 6.8 7.1 
8 Northwest Nat. Gas GASDISTR 3.5 5.5 3.6 9.1 9.3 
9 Peoples Energy GASDISTR 4.9 4.0 5.1 9.1 9.3 
10 Piedmont Natural Gas GASDISTR 3.7 5.1 3.9 9.0 9.2 
11 South Jersey Inds. GASDISTR 2.8 6.0 3.0 9.0 9.2 
12 Southwest Gas GASDISTR 3.1 6.0 3.3 9.3 9.5 
13 UGI Corp. GASDISTR 2.4 7.3 2.6 9.8 9.9 
14 WGL Holdings Inc. GASDISTR 3.9 4.0 4.0 8.0 8.2 

AVERAGE 3.5 5.1 3.7 8.7 8.9 

Notes: 
Column 1, 2: Value Line Investment Analyzer, 712005 
Column 3: Zacks long-term earnings growth forecast, 712005 
Column 4 = Column 2 times (1 + Column 3/100) 
Column 5 = Column 4 + Column 3 
Column 6 = (Column 4 10.95) + Column 3 
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NATURAL GAS UTILITIES 
DCF ANALYSIS: VALUE LINE GROWTH FORECASTS 

Company Industry % Current Value Line Expected Cost of ROE 
Divid Proj Divid Equity 
Yield Growth Yield 

1 AGL Resources GASDISTR 
2 Atmos Energy GASDISTR 
3 Energen Corp. GASDISTR 
4 KeySpan Corp. GASDISTR 
5 Laclede Group GASDISTR 
6 New Jersey Resources GASDISTR 
7 NlCOR Inc. GASDISTR 
8 Northwest Nat. Gas GASDlSTR 
9 Peoples Energy GASDISTR 

10 Piedmont Natural Gas GASDISTR 
11 South Jersey Inds. GASDISTR 
12 Southwest Gas GASDISTR 
13 UGI Corp. GASDISTR 
14 WGL Holdings Inc. GASDISTR 

AVERAGE 3.5 6.4 

Notes: 
Column 1, 2, 3: Value Line Investment Analyzer, 712005 
Column 4 = Column 2 times (1 + Column 31100) 
Column 5 = Column 4 + Column 3 
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INTRODUCTION 

Please state your name and business address. 

My name is Richard A. von Gnechten. My business address is 9213 Fairchild 

Lane, Charlotte, North Carolina, 28277. 

Have you previously testified in this proceeding on the return on rate base? 

Yes, I have presented direct testimony as HECO T-21 and supporting exhibits and 

workpapers. 

What is the purpose of your rebuttal testimony? 

The primary purposes of this testimony are as follows: 

1. Update Hawaiian Electric Company, Inc. ("HECO or the "Company") for the 

composite cost of capital for the average 2005 test year based on a new 

recommended return on common equity, issuance of the Refunding Series 

2005A Special Purpose Revenue Bonds, redemption of the Series 1995A 

Special Purpose Revenue Bonds, and the King Street office building lease 

treatment; 

2. Update the financial ratio calculations; 

3. Discuss the importance of maintaining the Company's financial integrity in 

order to ensure that ratepayers have a financially sound utility, as well as to 

maintain trust in the financial markets; and 

4. Comment on the DOD's and CA's testimonies. 

I have also prepared an updated estimate of the savings to customers 

resulting from the use of special purpose revenue bond financing, which is shown 

on HECO-R-2107. This estimate has been updated to include the Refunding 

Series 2005A and remove the Series 1995A. Further explanation of the 

calculation was presented in direct testimony in HECO-2119. 
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UPDATED COMPOSITE COST OF CAPITAL 

Q. What is HECO's updated composite cost of capital for test year 2005? 

A. HECO's updated composite cost of capital is 8.83% as shown in HECO-R-2101. 

Q. What updates have you made to the cost of capital calculation? 

A. I updated the cost of capital to reflect the following changes: 

1. Issuance of the Refunding Series 200SA Special Purpose Revenue 

Bonds and redemption of the Series 1995A Special Purpose Revenue 

Bonds on January 1,2005; 

2. Rebalancing of the capital structure to take into consideration the 

pending lease agreement between the Company and the Trustees of the 

Estate of Bernice Pauahi Bishop ("Bishop Estate"), for the lease of the 

King Street office building, and 

3. Updated the rate of return on common equity to 11.00%, from 11.50% 

in direct testimony, to reflect Dr. Morin's updated recommendation (see 

HECO RT-20). 

These changes are shown in HECO-R-2101, HECO-R-2103, HECO-R-2105 and 

the related workpapers. 

Lo~P-Term Borrowing 

Q. Please describe the purpose of the issuance of the Refunding 2005A Series and 

the redemption of the 1995A Series. 

A. On January 1,2005, $47 million of 4.80% Special Purpose Revenue Bonds 

Refunding Series 2005A was issued with the proceeds to be used toward the early 

redemption of $47 million of 6.60% Special Purpose Revenue Bonds Series 

1995A in February 2005. The replacement of the 1995A series with the 2005A 

series resulted in cost savings as the 1995A series bore a higher rate of interest. 
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1 Q. What is the revised average long-term borrowing balance for test year 2005? 

2 A. The result of the new issuance and early redemption is a forecast average iong- 

3 term borrowing balance of $424 million, which is slightly lower than what was 

4 presented in direct testimony. The detailed list of revenue bond issuances and 

5 other adjustments comprising the average balance is shown on HECO-R-2103. 

6 Q. What adjustments contributed to the change in the long-term borrowing balance? 

7 A. Changes to the long-term borrowing balance are attributable to the issuance of the 

8 Refunding Series 2005A and related unamortized issuance and insurance costs, 

9 and the early redemption of the 1995A Series and change in the unamortized 

10 issuance costs primarily due to the incurrence of $400,000 of redemption costs. 

11 The unamortized balances and calculations are shown on HECO-RWP-2103 p. 3. 

12 Q. What is the revised estimated effective cost of long-term borrowings for test year 

13 2005? 

14 A. The Company has revised the estimated effective cost of long-term borrowings 

15 for the test year 2005 to 6.25% from 6.30%. 

16 Q. Why did the effective cost of long-term borrowings decrease? 

17 A. The decrease in the effective cost of long-term borrowings is due to a decrease in 

18 the annual requirement resulting from a lower annual interest expense as a result 

19 of the early redemption of the 1995A Series and the issuance of the Refunding 

20 Series 2005A which bears a lower interest rate. See calculation of effective rate at 

21 HECO-R-2103. 

22 King Street Office Building Lease 

23 Q. What is the King Street office building lease? 

24 A. The Company leases its King Street office building in downtown Honolulu from 

25 the Bishop Estate. The previous lease agreement expired on November 30,2004. 
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In 2004, HECO and Bishop Estate negotiated, but did not execute, a lease 

agreement which would have been classified as a capital lease. Subsequently, the 

lease agreement was renegotiated and executed. The new lease arrangement is an 

operating lease. Ms. Sekimura provides details of the transaction in HECO RT- 

16. 

Does the capital structure in this rebuttal testimony include a lease obligation 

relating to the King Street office building lease? 

No, it does not. The revised cost of capital exhibits filed May 5,2005 and June 

15,2005 included a capital lease obligation in the capital structure. At the time, a 

capital lease agreement had been negotiated between the Company and Bishop 

Estate. 

Subsequent to the filing of those updates, further negotiations with Bishop 

Estate resulted in an operating lease agreement. An operating lease does not 

require the recording of a capital lease obligation on the balance sheet. Therefore, 

the Company has removed the lease obligation from its capital structure. 

Does the King Street office building lease have any impact on the Company's 

capital structure? 

Yes. The operating lease results in approximately $7 million in imputed debt, 

which indirectly impacts the capital structure. 

What is imputed debt? 

Although the operating lease is not shown on the Company's balance sheet, credit 

rating agencies consider the obligation a debt equivalent in calculating financial 

ratios used to evaluate the Company's financial performance. 

How is the imputed debt calculated? 

The imputed debt is the net present value of the fixed minimum lease payments 
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1 discounted at 10%. 

2 Q. How does the imputed debt impact the capital structure? 

3 A. The imputed debt increases the Company's debt to total capital ratio. Therefore, 

4 in order to maintain its debt to total capital ratio, the Company must eliminate 

5 other debt and increase its equity balance to restore its debt to total capital ratio. 

6 Q. What will the Company do to compensate for the imputed debt? 

7 A. HECO estimates that it will increase common equity by $2.5 million and 

8 correspondingly decrease its estimate of short term borrowings by $2.5 million to 

9 compensate for the imputed debt related to the King Street office building lease. 

10 Revised Ca~ital Structure 

11 Q. What is the revised capital structure? 

12 A. As a result of the changes just described, the Company believes a capital structure 

13 comprised of 3.25% short-tem debt, 36.81% long-term debt, 2.37% hybrid 

14 securities, 1.78% cumulative preferred stock, and 55.79% common equity is 

15 appropriate. 

16 

17 UPDATED FINANCIAL RATIOS 

18 Q. Have you updated the projected financial ratios for the test year as presented in 

19 direct testimony? 

20 A. Yes. We have updated the financial ratio calculations in HECO-R-2106. There 

2 1 are two sets of ratios. One set is based on HECO receiving rate relief and earning 

22 an 11.0% return on common equity, which is optimistic since the Company is 

23 usually not actually able to achieve the level of earnings found fair and reasonable 

24 by the Commission. The other set is based on no rate relief. 

25 Q. What are the implications of the updated ratios? 
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A comparison of HECO's projected ratios to the financial guidelines applicable to 

HECO is shown on HECO-R-2106. Based on HECO's current S&P business 

profile of "5", without rate relief: 

the funds from operationslinterest coverage ratio is indicative of a BBB rating 

(3.0 in BBB range of 2.8-3.8), 

the funds from operationsltotal debt ratio is indicative of a BB rating (14.7 in 

BB range of 10-15), and 

the total debvtotal capital ratio is indicative of a BBB rating (52.9 in BBB 

range of 60-50). 

With rate relieE 

the funds from operationslinterest coverage ratio is indicative of a BBB rating 

(3.7 in BBB range of 2.8-3.8), 

the funds from operationsltotal debt ratio is indicative of a BBB rating (19.3 in 

BBB range of 15-22), and 

there is no change to the total debvtotal capital ratio, which is indicative of a 

BBB rating (52.9 in BBB range of 60-50). 

HECO currently has a BBB+ corporate senior unsecured debt credit rating 

from Standard and Poor's. The BBB+ rating is reflective of financial ratios that 

would be in the upper portion of the range for each measure shown, otherwise the 

credit rating would not achieve the required threshold for a BBB+ and would 

instead be viewed as a BBB or BBB- by S&P. This would result in a downgrade 

for the Company and related consequences, ultimately translating into higher costs 

for ratepayers. 

Has HECO always had a BBB+ S&P credit rating? 

No. For many years, HECO had higher credit ratings. In the 1990's, the 
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Company was downgraded to BBB+ by S&P. In prior rate proceedings the 

Company has advocated that it "believes it is prudent to work towards bringing 

the total risk of the Company back to a level commensurate with a strong "A" or 

weak "AA" rating." (Docket No. 7766, T-17, page 19) While we still believe this 

is the case in the long term, we believe at minimum it is essential that the 

Company at least maintain its current credit rating by actually eaming a fair and 

reasonable return on equity that would support this level. 

What is the significance of the return versus the allowed return in 

determining credit ratings? 

The allowed return is a very important measure for the Company and for external 

entities such as credit rating agencies and financial analysts to gauge what the 

company can achieve. Ultimately, however, the actual return and 

projected future results are what credit rating agencies use to determine a 

company's financial performance and credit-worthiness. For purposes of 

justifying a proposed return on equity in this proceeding, financial ratios are 

provided using the allowed return, which means the ratios are the maximum the 

Company could achieve if it actually at its allowed level. This is an 

important distinction, because the Company typically cannot eam its allowed 

return on equity, which means its financial performance usually will be lower than 

its allowed return. 

Thus its financial ratios would be lower than projected in this proceeding. 

This is very important to consider since the rating agencies will look at and weigh 

heavily the actual financial ratios the Company achieves in addition to considering 

projected future results in determining its credit rating for the Company. If the 

potential ratios are weak then the actual ratios will be weaker and may well result 
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in a downgrade. 

I believe this is why it's so important for the Company to have a sufficient 

allowed return and be able to actually earn such a return so that the Company can 

at least try to maintain its current credit rating. 

The timing of the rate relief also impacts the Company's ability to earn its 

allowed return. If all items are as estimated in the test year, the only way the 

Company can earn its allowed return i11 the test year is if the Company is granted 

its rate relief at the beginning of the test year. This puts more pressure on the 

Company and is a particular reason that Standard and Poor's is waiting to see 

what final decision is made in this rate proceeding. S&P recently gave the 

Company a negative outlook in light of this situation. See rebuttal testimony of 

Ms. Sekimura, RT-16 for additional information. 

Do you have any other comments on the financial ratios? 

Yes. While direct testimonies by Mr. Hill for the DOD and Mr. Parcell for the 

CA look at the interest coverage ratio in evaluating financial ratios, it is important 

to note that there are several other ratios that also are evaluated in determining a 

credit rating. In the past, the Company has had difficulty with its funds from 

operations to average total debt ratio ("FFOltotal debt"). As you can see, the 

funds from operations to average total debt ratio, even with the Company's 

proposed rate relief, remains quite weak. Without rate relief this measure drops to 

the BB category given a business profile of "5". Thus, even with the requested 

rate relief, the Company will struggle to maintain this measure, which is why it is 

so important that the Company be able to earn a fair and reasonable return on 

equity. This is also where the impact of the imputed debt has been significant. So 

even though the Company has increased its equity and decreased its debt to 
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strengthen some of its financial ratios, the F'FOItotal debt ratio remains a 

challenge and is dependent on the funds from operations (principally earnings) 

that the company can achieve. 

Do you have any more comments on imputed debt? 

Yes. While this issue was mentioned in my direct testimony, I want to emphasize 

a couple points regarding imputed debt. In HECO's last rate proceeding in 1995 

(Docket No. 7766), a 20% factor for imputed debt was used versus 30% in the 

current case for purposes of determining the Company's capital structure and 

financial ratios including total debt over total capital. Thus, while at first glance it 

appears the Company's equity percentage of its capital structure has increased, 

when you view the company's capital structure from the credit rating agencies' 

point of view, the Company's equity percentage has actually not changed 

significantly (53% debtftotal capital means 47% equity versus 48% in the 

Company's last rate case). Furthermore, when you look at the coverage ratios for 

the Company, the rating agencies factor in a 10% interest cost for the 

$243,404,000 in imputed debt versus the 6.25% earnings requirement proposed in 

this proceeding. This puts additional pressure on the Company to meet its 

financial coverage ratios from the rating agencies' point of view. This higher 

interest rate means the Company must cover an additional $9,127,650 (10% 

minus 6.25% equals 3.75% difference times $243,404,000 in debt) in interest 

associated with the imputed debt versus what the Company could obtain in the 

market for this same amount of debt. The total interest impact of the imputed 

debt is $24,340,400 in interest, which is used by the rating agencies in 

determining the Company's financial ratios. The Company has not asked for this 

additional $24,340,400 in interest expense on the imputed debt in this rate 
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proceeding, because it is not a direct cost to the Company. However, it is 

important to note that it remains a factor in evaluating the Company's fmancial 

ratios, and is one of the reasons that the Company's ratios are weak and the 

Company must be able to earn a fair and reasonable rate of return on equity in 

order to cover these costs. This is not something that the CA and DOD have 

factored into their calculations, which overstates the fmancial ratios associated 

with Mr. Hill's and Mr. Parcell's proposed return on equity. 

MAINTAINING FINANCIAL INTEGRITY & STRENGTH 

What is financial strength? 

"Financial strength" is the ability to sell the types of securities the Company needs 

to sell on reasonable terms, no matter what the conditions of the financial markets. 

It also represents the ability of the Company to continue to meet its obligations, 

even under adverse conditions. 

How important is it to maintain fmancial integrity? 

Extremely important. The Company raises its capital in competitive markets. 

The supply and demand for investor's funds change in those markets as economic 

conditions change. Under ideal conditions, financing is availabie for most 

companies. Under adverse economic conditions, however, companies with less 

financial strength may find it difficult, if not impossible, to raise new capital. 

Continued access to capital markets is critical for a company, such as HECO, that 

has an obligation to provide utility services, no matter what the economic 

conditions. 

How important is it for ratepayers to have a financially sound utility? 

Again, it is very important. investors are very sensitive to financial strength 
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considerations when they decide where to invest their own, or their client's, 

money. If IIECO's financial strength is not maintained, more and more risk 

adverse investors will invest their money elsewhere. This, in turn, is not 

favorable for HECO's customers because it will reduce the demand for the 

Company's securities and will increase its cost of capital. Further, under adverse 

market conditions, it may be difficult to attract capital. It is imperative from a 

customer standpoint, therefore, that HECO at least maintain its financial strength. 

Are there additional reasons this is particularly important to the Company and its 

customers? 

Yes. HECO is an island utility and cannot depend on anyone else to provide 

power to its customers. Clearly this is a burden that the Company and its 

community carry. In the event of a financial downturn, the Company cannot turn 

to a neighboring utility to get needed power delivered to its grid. This means the 

Company has to build the power and delivery systems necessary to meet the 

customer demand when it is needed. The Company has to have the financial 

capability to raise funds to build such systems under all financial conditions. 

Therefore, it is important for the Company to maintain financial strength so that it 

can continue to obtain adequate capital to finance its operations to provide power 

to its customers. 

What is a key consideration in managing the Company's capital structure? 

A key consideration in formulating the financing plan that led to this capital 

structure is the need to at least maintain and, hopefully strengthen the Company's 

credit standing. In order for the Company to be able to attract funds in the future 

on reasonable terms, we need to demonstrate to the investment community that 

the Company is financially sound. One element of this process is to show that the 



HECO RT-21 
DOCKET NO. 04-0013 
PAGE 12 OF 30 

Company is managing the capital structure so as to keep the overall costs of funds 

to a minimum, consistent with the need to insure that all classes of investors are 

adequately compensated for the risks they are taking by entrusting their funds to 

the Company. 

In addition to what was stated in your direct testimony on page 7 of 49, are there 

any other reasons it is important for the Company to maintain good credit ratings? 

Yes. Maintaining good credit ratings are indicative of the Company's ability to 

withstand adverse conditions. A company with a good credit rating is usually 

able to continue to meet its obligations despite an earnings downturn, such as 

might occur in a recession if the company could not adjust its rates in a timely 

manner. 

What has been the Commission's position on financial integrity in the past? 

The Commission has previously said that it needs to provide a return sufficient to 

assure confidence in the financial integrity of the enterprise to maintain its credit 

and capital attracting ability. A retum on rate base equal to the Company's 

composite cost of capital would allow the Company to cover the capital costs of 

the business; it would provide a return on investment commensurate with returns 

on other investments having corresponding risks; and it would provide assurances 

to the financial community of the Company's financial integrity. 

Is there already evidence to be concerned about the Company's financial 

integrity? 

Yes. On April 22,2005 Standard and Poor's revised its outlook for HECO to 

negative from stable. See Ms. Sekimura's rebuttal testimony RT-16 for further 

information on this topic. 

How would the markets and rating agencies view dramatic changes in the 
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regulatory climate in Hawaii (such as a significant drop in the allowed rate of 

return on equity)? 

The market and rating agencies do not like adverse change. The very measure of 

what return should be given is based on risk and uncertainty. If there was a 

dramatic deterioration in the regulatory climate in Hawaii, including a significant 

drop in the allowed rate of return on equity, this would likely have a very negative 

effect on the Company's credit rating. The Company is already at the low end of 

the investment grade credit rating. As stated in Ms. Sekimura's testimony, 

referring to HECO-R-1614, Standard & Poor's has indicated that a "punitive rate 

order,. . .could lead to lower ratings." A downgrade by S&P would have an 

impact on the Company's ability to raise funds in the marketplace, which would 

ultimately impact the ratepayers. 

The current allowed return for HECO is already the lowest it has had over 

the past 40 years and this occurred before the current drop in interest rates. 

Do you have any comments regarding interest rates and their impact on allowed 

returns on equity? 

Yes, I do. It is evident from financial literature that each of the equity models has 

its own short-comings and experts differ as to the relative merits of each. The 

Discounted Cash Flow or DCF approach has exhibited a downward bias and even 

provided equity returns lower then debt levels in some cases. It is clear from 

financial literature that lower interest rate environments result in derived equity 

calculations to understate equity results. This has caused a number of entities to 

pursue alternative measures that more fairly reflect the risks born by utility 

shareholders. One illustration is provided by Rudden Associates for the Edison 

Electric Institute in which they suggest that the current market does not 
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adequately reflect the risks taken by shareholders. 

There is evidence that regulatory commissions are concerned about the 

inability of investors in regulated utilities to have an opportunity to earn their 

required returns when the DCF, risk premium and capital asset pricing models are 

used to determine the investor-required-market-returns. Mr. Parcel1 admits this 

problem with the DCF model has driven the DCF results to the lowest level by 

historic standards (line 1-2, page 36 of CA-T-4). This Commission has explicitly 

recognized that the DCF model can produce results that are too low. (D&O 13762 

at 77, D&O 13704 at 94) In fact, in HELCO's 1994 rate case, the Commission 

found the result of the CA's standard DCF test to be an anomaly and discarded it 

from consideration (D&O 13762 at 76). Other Commissions also have lessened 

their reliance on this test. For instance, the Indiana Regulatory Commission has 

stated that there are "three principal reasons for [its] unwillingness to place a great 

deal of weight on the results of any DCF analysis" - (1) "the failure of the DCF 

model to conform to empirical reality," (2) "the undeniable fact that rarely if ever 

do two expert witnesses agree on the terms of a DCF equation for the same 

utility," and (3) "the unadjusted DCF result is almost always well below what any 

informed financial analyst would regard as defensible, and therefore requires an 

upward adjustment based largely on the expert witness' judgment." (Re Indiana 

Michigan Power Co., 116 P.U.R. 4" 1, 17-18 (Ind. U.R.C. 1990); Re Inter-State 

Water Co., P.U.R. 4" 535,588 (Ill. Comm. Comm'n 1995). 

In the past, this Commission has recognized this aberration and has not 

increased allowed return on equity levels to the extent that it could during higher 

interest rate environments and has not lowered allowed return on equity levels to 

the extent that the DOD and CA suggest current interest rates would indicate. 
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This is particularly important, given that the allowed return on equity is a forward 

looking instrument that has to be sufficient for the Company to raise capital and 

maintain its financial integrity for the foreseeable future, including during a higher 

than normal capital program such as that it is currently pursuing. This is also 

critical given the Company's island operating environment. 

Q. In determining the fair rate of return on common equity, is it appropriate to 

consider the economic conditions that will prevail during the period that the rates 

set in the rate case are in effect? 

A. Yes. The need for a longer range view was clearly stated in HECO Docket No. 

3705, Decision and Order No. 6275 when interest rates were temporarily high and 

the Commission decided not to establish a high rate of return on equity that would 

be justified by the high interest rates (and the corresponding high dividend yields) 

at the time: 

"The Commission is cognizant of HECO's large construction and 
financing program which is necessary for it to meet its obligation 
to serve the public, and that to execute its plans at minimum cost 
requires that it maintain its earning power and financial integrity. 
The Commission is also aware that there is a need to seek rates that 
will remain reasonably stable for a period of time in the future. 
Ratemaking should not be guided solely by the point in the 
business cycle the economy happens to be at when new rates are 
being set, nor should rates fluctuate with the vicissitudes of the 
money market." (D&O 6275 at 87) 

The Commission should apply its policy on this matter consistently, and 

not place undue emphasis on current market conditions when interest rates are 

low. It adds confidence to the regulatory process when the investment community 

perceives there is reasonable stability with respect to the rate of return. 

Q. How hard is it to reestablish trust in the financial markets if it is lost? 

A. It is often said that a person is only as good as his or her reputation. The same is 
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true for a corporation that has to raise capital in the financial markets. HECO has 

worked very hard over the years to earn a strong reputation for financial integrity. 

This could only be done through the support of the Commission. If the Company 

were to lose this reputation, it would be extremely difficult and time-consuming to 

reestablish that trust in the financial markets. That is even more reason why it is 

important during this current environment (with the Company having a negative 

outlook) for the Company to maintain its financial strength. One only needs to 

look at the time and effort it has taken for the major electric utilities in California 

to recover from difficult financial circumstances and the resulting political 

turmoil. Unfortunately, it is the entire community that suffers in such a situation. 

What has been the state of on-going discussions with investment analysts and 

rating agencies as to how they view HECO? 

Traditionally, investment analysts and rating agencies have looked favorably upon 

HECO as a reflection of the Hawaii market. Given the changes in the operating 

environment and political landscape there is much uncertainty about what will 

happen to the Company going forward. S&P's negative outlook is an illustration 

of that uncertainty. Investment analysts have asked the same questions. 

CREDIT EVALUATION 

Why did you spend so much time talking about business and financial risks in 

your direct testimony? 

Business and financial risks are the underpinnings of how credit rating agencies 

evaluate the Company and determine its credit rating. As articulated in my direct 

testimony, the Company faces numerous business and financial risks, many of 

which are different than it has faced in the past and which contribute to the 
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Company's current situation. For example, the imputed debt issue has added 

$239 million to HECO's balance sheet as viewed by the rating agencies at a 10% 

interest rate or $23.9 million in annual interest, which is much higher than the last 

time the Company applied for rate relief. This does not appear on our balance 

sheet or income statement, and thus not directly covered in our rate request. 

However, it must be considered in providing adequate rate relief for the Company 

in order for it to try to maintain its credit rating. 

How do rating agencies evaluate the Company's business risks? 

To assess the business risks of a company, the rating agencies examine a number 

of business factors, including the company's market environment, fuel and 

purchase power supplies, operating efficiency, regulatory environment, and 

quality of management, among other things. For the most part, the business risks 

are present regardless of the capital structure a company employs. The financial 

risks, on the other hand, are directly affected by the Company's capital structure. 

In our determination of what the Company's capital structure should be, we 

concentrated primarily on maintaining the interest coverage and debt to capital 

ratios because these two measures are most affected by the Company's capital 

structure decisions. Of equal importance, however, is ensuring adequacy of the 

Company's fund from operations to average total debt ratio, which is driven by 

the profitability of the company compared to its interest expense. In this case, this 

is impacted by the imputed debt the rating agencies add as well as the Company's 

allowed rate of return and its ability to eam that return. 

Do the Commission's actions affect potential investor's perception of the amount 

of risk there is in investing in the Company? 

Yes. The investment community is very concerned about the stability of a 
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Company's earnings. Anything that can negatively affect that stability will be 

seen as increasing the risk of the investment. The Commission plays a vital role 

in that stability by providing both adequate and timely rate relief. The investing 

public is quite concerned about a regulatory commission's ability and willingness 

to provide that kind of rate relief, as evidenced by Standard and Poor's recent 

change in outlook for the Company to negative from stable. Doubts about the 

adequacy or timeliness of rate relief raises the risk of unstable earnings and the 

returns required to induce the investor to invest his money in the Company. This 

was a problem in the early 1990's when the Company had a large capital program 

and initially was not able to obtain adequate and timely rate relief. The 

Commission recognized this issue and subsequently has provided timely rate 

relief. 

Are there unique business risks during a heavy construction period? 

Yes. The Company is projecting a heavy construction program for the next 

several years. Due to increases in customer demands for electricity in the past 

several years and the forecast for the next few years, the Company finds itself in 

need of additional generation and transmission facilities. A large construction 

program will require both substantial amounts of external financing and also 

timely, adequate rate relief in order to avoid attrition, which results when the 

Company has to invest necessary capital for its facilities faster than it can get 

recovery of such expenditures. These factors contribute to higher uncertainties 

for investors in the Company during a heavy construction period similar to the 

Company's near term requirements. 

Do you have any comments on purchase power obligations? 

Yes. I previously discussed the impact of the imputed debt associated with these 
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long-term fixed obligations and the challenges HECO faces given its island utility 

operating environment. The principal reason this has such an impact is that 

HECO must sign long-term fixed obligations (which are more like debt and 

treated as such by the rating agencies) in order to meet its peak obligations, 

whereas mainland utilities can engage spot market, as-available and short-term 

fixed obligations to fulfill its customer power needs. This again means that 

HECO has unique risks versus its mainland counterparts. 

Are there other business risks which are of concern to HECO? 

Yes. HECO has no interconnections with other utilities. This increases the 

generation planning risks faced by the Company. Likewise, business interruption 

insurance coverage is not available to HECO based on the lack of replacement 

power to mitigate the interruption. 

Increasing reliance on power purchased from third parties, while 

somewhat mitigating HECO's reliance on fuel oil, has increased the business risks 

of the Company. Business risks have increased because the Company does not 

have as much control over the generation of its power as it would have if it owned 

and operated enough generation facilities to meet customer needs. 

Given events of the past, there has been a realization that the potential for 

severe wind damage to the Company's property is much higher than previously 

thought. With HECO's hurricane wind exposures, insurance underwriters do not 

offer coverage, or if coverage is made available, reasonable pricing for 

Transmission & Distribution property insurance is not offered. In addition to this 

significant uninsured exposure, HECO's insured property deductible for hurricane 

exposures is extremely high. For each scheduled location, the deductible is 2% of 

replacement values with a minimum deductible of $1 million. HECO's exposure 
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would be capped at the aggregate wind deductible of $25 million for any one 

occurrence. For example, Kahe Power Plant has a wind deductible of $13.4 

million and Waiau Power Plant has a deductible of $1 1 million. If the two plants 

were struck by a humcane, HECO would have to cover as much as the first $24.4 

million in damage costs before insurance would contribute. If additional locations 

were damaged, HECO's exposure would be another $.6 million before reaching 

the maximum aggregate wind deductible of $25 million for that occurrence. 

This has increased the perceived business risks of the Company. The 

investors have expected all along that the Company's property was either insured 

or that the Commission would provide the revenue to pay for the repair of 

uninsured damages. 

Given the experience of Kauai Electric, many feel we are in an area prone 

to very high winds. Investors will be concerned about the remote possibility that 

the damage could be so severe that the Commission at that time might find it 

difficult to provide the revenues with which to pay for the repairs. This possibility 

will cause investors generally to require either a greater retum to induce them to 

invest their money in the Company given that the Company has not received an 

allowance for recovery of future costs from property damage in previous 

proceedings. 

CA AND DOD POSITIONS 

Upon which of the elements of the cost of capital calculation are the parties in 

agreement? 

The CA, the DOD and the Company have agreed on most of the cost of capital 

calculation issues, including a capital structure of 3.25% short-term debt, 36.81% 
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long-term debt, 2.37% hybrid securities, 1.78% preferred stock and 55.79% 

common equity. The parties have also agreed on the cost of short-term debt of 

3.50%, long-term debt of 6.25%, cost of hybrid securities of 7.55% and cost of 

preferred stock of 5.54%. 

Are the parties in agreement regarding the cost of common equity? 

No. In direct testimony the Company requested a cost of common equity of 

11.50% as presented by Dr. Morin in HECO-T-20. Dr. MOM has revised his cost 

of equity for his rebuttal testimony to 11.00%. The CA's witness, Mr. Parcell, 

recommends a cost of equity of 9.25% within a range of 8.5% to 10.0%. The 

DOD's witness, Mr. Hill, recommends a cost of equity of 9.00% within a range of 

8.75% to 9.50%. 

Dr. Morin's revised cost of equity rebuttal testimony and supporting 

exhibits are presented at HECO-RT-20. 

Do you have any comments on Mr. Parcell's and Mr. Hill's contention that 

HECO's financial risk is somewhat lower because its equity ratio is higher? 

Mr. Parcel1 and Mr. Hill make an erroneous contention based on the Companies' 

unadjusted debt to equity ratio, which does not account for the impact of 

purchased power obligations on the Companies' financial risk. Financial risk 

cannot be determined by looking solely at the equity ratio. As discussed 

previously, and as the Commission has recognized in previous rate case decisions, 

purchased power obligations have an impact on how the rating agencies view the 

Company's debt leverage and financial risk, and rating agencies impute part of the 

capacity payments as fixed charges for the Company. Thus, the Company's 

purchased power obligations create an element of financial risk, and the effect of 

purchased power commitments must be factored in to assess debt leverage. The 
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financial risk associated with their purchased power obligations has not been 

factored into Mr. Parcell's and Mr. Hill's assessments that HECO has less 

financial risk. 

Do you have any comments on Mr. Parcell's statement on pages 50-51, CA-T-4 

that current circumstances do not warrant an upward adjustment to the rate of 

return on equity for HECO? 

Yes. I strongly disagree. The circumstances that HECO currently encounters 

have not improved in comparison to the situation in the 1990's and, in fact, they 

have gotten worse. HECO has already been given a negative outlook by one 

rating agency, has poor financial ratios relative to its current rating, has 

confronted all the additional business risks presented in my direct testimony, 

including substantially higher debt from a rating agency point of view given the 

imputed debt burden, a substantially higher construction program to meet the 

generation and transmission needs of its customers (contrary to Mr. Parcell's 

statements on line 15-16 of page 51 CA-T-4 that suggest a reduction in its 

construction program), and high regulatory uncertainty given the new 

composition of the Commission and uncertainty on how it will address key 

decisions, including this rate case proceeding. 

Mr. Parcel1 suggests HECO's financial status has improved, but it 

currently is not strong enough to support its current credit rating (as evidenced by 

S&P's change in outlook from stable to negative). 

HECO's construction program has increased and is expected to continue to 

be substantial given the need for a new power plant on Oahu and new 

transmission. It is true that in recent times the Hawaii Commission has been 

given good marks for its responsiveness to providing timely rate relief. In fact, 
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the Commission's desire to insulate HECO from its parent company, Hawaiian 

Electric Industries, Inc. ("HEY), is the chief reason HECO still gets credit for 

regulatory insulation and is thus able to obtain a credit rating one notch higher 

than its parent company if its financial ratios support such a rating. The 

Commission achieved its good marks following a time period when the Company 

did not get timely and adequate rate relief and the Company was downgraded in 

the early 1990's. That said, there is uncertainty on the part of the rating agencies 

and financial community as to whether the Hawaii Commission will continue to 

provide for timely and adequate rate relief. 

As Mr. Parcel1 indicates, the Commission has historically recognized that 

HECO and its subsidiaries have higher risk than proxy groups and therefore there 

should be an upward adjustment to the return on common equity to compensate 

for HECO's higher risk as indicated by Dr. Morin. The Commission has 

consistently recognized that adjustments, based on judgment, must be made to the 

rate of retum on common equity for the proxy companies to account for the 

differences between the financial and business characteristics of the comparable 

companies and those of HECO (D&O 15480 at 35). The Commission in prior 

Decisions and Orders (including D&O's in Docket Nos. 7000,7700,7764,7766, 

94-0140,97-0346,99-0207) has recognized that HECO and subsidiaries have 

greater risks than the proxy groups and made adjustments to the Company's 

allowed retum on equity in each instance. Mr. Parcell, however, recommends that 

the Commission discontinue this practice, but fails to account for the impact if his 

recommendation is followed. 

Reducing the "allowed" cost of common equity results in lower rates, at 

least in the short-term. However, HECO's customers cannot afford for HECO's 
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cost of common equity to be understated. Hindering the ability of HECO to 

attract capital could be harmful to the economic infrastructure of Oahu, and would 

be contrary to the best interests of HECO's customers. HECO, unlike many other 

companies, cannot stop necessary investments in plant, or legislated 

environmental investment, when the availability of capital is constrained in the 

market, as it is from time to time. Customers expect service to occur on demand. 

Therefore, HECO, which provides customers with indispensable energy services, 

must be sufficiently strong financially to cope with unforeseen events, and its 

securities must be attractive enough to access capital during adverse, as well as 

more normal, market conditions. 

On page 53 of CA-T-4, Mr. Parcel1 suggests that his cost of capital 

recommendation provides the Company a sufficient level of earnings to maintain 

its financial integrity. What is your response? 

Mr. Parcell indicates that his proposal would result in a coverage level within the 

benchmark range for a BBB rate utility. HECO is currently rated BBB+, which 

means that it would have to have financial ratios at the top of the BBB benchmark 

range in order to actually maintain its current rating. Mr. Parcell's proposal 

would only meet a low BBB credit rating (line 15-17, page 53, CA-T-4), which he 

suggests is adequate. Using Mr. Parcell's proposed return on equity, we have 

calculated the resulting funds from operations to average total debt ratio which 

would be 16.6 (as shown by HECO-RWP-2106 page 11 of 11). This would also 

be on the lower end of the BBB range for this ratio of 15 to 22. A low BBB 

rating would mean at least a one notch and possibly a two notch downgrade from 

HECO's current BBB+ rating. And given that the utility cannot normally earn its 

allowed return on equity, Mr. Parcell's proposal would almost ensure a 
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downgrade. 

Ultimately, the determination of a reasonable cost of equity is a matter of 

informed judgment, as the Commission has recognized. It is necessary to 

ascertain whether the end result of the cost of equity determination is reasonable. 

The retum recommended by the experts must meet the standards enumerated in 

the Bluefield and Hope cases-it must be sufficient to assure confidence in the 

financial integrity of HECO so as to maintain its credit and capital-attracting 

ability. 

HECO's corporate and senior unsecured debt ratings of BBB+ by S&P are 

already at a level where utility companies have experienced problems in attracting 

capital in the past. Even with an earned 11.00% rate of return on equity, the S&P 

financial ratio benchmarks for the Company will be weak. A cost of equity of 

11.00% is necessary to maintain the Company's credit quality, and to recognize 

the Company's higher risk. 

Regulatory Process-Risk of Rate Base Disallowances of Construction Costs 

Q. On page 21 of his testimony, as part of his discussion regarding the regulatory 

climate in Hawaii, Mr. Parcel1 asserts that the regulatory process in Hawaii serves 

to minimize the risk of rate base disallowances-in that the Commission's prior 

review of construction projects (prior to their appearance in a rate case 

proceeding) reduces the likelihood of disallowances and thus reduces the 

Company's business risks. Do you have any comments on this? 

A. Yes. It is the case that the Commission's prior approval of construction projects 

helps to reduce the Company's business risk. The Commission has permitted the 

Company's capital expenditures to be included in rate base and has not been quick 

to disallow items because of changed circumstances. This is helpful in reducing 
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regulatory risk, but does not eliminate it completely. There have been cases 

where the Companies have had to make substantial commitments of funds prior to 

Commission approval under paragraph 2.3(g)(2) of General Order No. 7 in order 

to maintain the schedule for a project essential to reliable service, since the 

Company is not interconnected with other utilities and cannot import power as 

other utilities can. Furthermore, in recent years the D&O for capital expenditures 

greater than $500,000 and now $2,500,00 have included language that make it 

less certain such projects will not be disallowed in a rate proceeding. If the 

Company were to have an asset or capital expenditure disallowed in a rate 

proceeding, this would eliminate the risk mitigation that Mr. Parcel1 suggests 

exists and has been factored into his return on equity calculations. 

CA and DOD Pro~osed Disallowance-Pre~aid Pension Asset 

Q. Do the CA and DOD raise any issues in this rate case that may be of particular 

concern to credit rating agencies if accepted by the Commission? 

A. Yes. I believe that it would be of particular concern to credit rating agencies if the 

Commission were to adopt the CA's and DOD's position that the prepaid pension 

asset should be disallowed. 

Q. Please briefly summarize the positions of the parties on this issue. 

A. As discussed by Ms. Price in HECO T-15 and RT-15 and Ms. Sekimura in HECO 

RT-16, the Company has consistently based its accounting and ratemaking 

treatment of its pension on Statement of Financial Accounting Standards No. 87 

("SFAS 87"), "Employers' Accounting for Pensions" since it was adopted by the 

Company in 1986. In this rate case, the Company has included net periodic 

pension costs ("NPPC") of approximately $5 million in administrative and 

general expense and prepaid pension asset of approximately $79 million in rate 
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base. In HECO RT-16, Ms. Sekimura discusses in detail the Company's position 

that the prepaid pension asset is investor-funded investment in the Company's 

pension fund. 

Both the CA and the DOD accept HECO's estimate of $5 million in 

NPPC, but propose disallowance of the $79 million prepaid pension asset. The 

CA and DOD do not dispute the validity or value of the prepaid pension asset, but 

take the position that ratepayers have provided the funds which create the asset, 

therefore investors should not allow a return on the asset and that it should be 

disallowed for ratemaking purposes. 

What are the financial implications of any disallowance of the prepaid pension 

asset? 

First, in this case, the prepaid pension asset is nearly $80 million of investor- 

provided funds. Investors clearly expect to earn a return on that investment. If it 

is not included in rate base, revenues will not be provided to provide a return on 

this investment which will have negative financial consequences to investors. 

Debt-holders will still likely earn their interest income; therefore shareholders will 

most likely suffer lower returns as a result of any disallowance. 

In addition, any disallowance of the prepaid pension asset will also be a 

disincentive to fund the pension plan in the future. If the prepaid pension asset is 

not included in rate base, investors will not be earning their fair return on 

investment and will not have incentive to provide further funding. An 

inadequately funded pension plan will increase the business risks faced by the 

Company. As discussed by Ms. Sekimura in HECO RT-16, when the pension 

plan is reasonably funded, the Company has greater discretion in how much it 

25 decides to contribute each year. If the pension plan is not reasonably funded, it 
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may be required under the Employee Retirement Income Security Act of 1974 

("ERISA") or the Internal Revenue Code ("IRC") to make minimum contributions 

to the pension plan, thus reducing the Company's financing flexibility. The 

Company may find itself required to make minimum fund contributions at a time 

when sources of capital are limited. 

Why is this proposed disallowance by the CA unreasonable? 

Costs that are prudently incurred by HECO to provide electric service should be 

recovered from ratepayers. The CA's proposal is unfair and unreasonable 

because it would cause HECO and its investors to be unable to have a real 

opportunity to earn a fair rate of return on their investment. 

If the above CA proposal was adopted by the Commission, how would this impact 

investors in HECO? 

Investors in an electric utility, such as HECO, need to have a realistic chance to 

earn the return determined fair and reasonable on their total investment in the 

electric utility business of the Company. 

If the investment is not in the rate base or in construction work in progress 

(where the investors are compensated through allowance for funds used during 

construction "AFUDC"), there is currently no mechanism to earn a return on that 

investment. It takes the rate of return on rate base and AFUDC to cover all the 

costs of capital invested in the electric utility business. The inability to earn a 

return on part of the money invested would make it impossible (without offsetting 

circumstances of some sort) for the investors to earn the overall rate of return 

determined fair and reasonable by the Commission. This will ultimately lead to 

investors requiring higher returns as a result of the risk of earning lower returns 

due to disallowances. 
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Investors expect the Company to be able to recover from its customers its 

prudently incurred costs and return of and on investment. If such investments are 

excluded from rate base, this would unfairly reduce income and diminish the 

ability of the Company and its investors to earn the fair rate of return on equity. 

Ms. Sekimura has discussed the accounting treatment of this matter in her 

rebuttal testimony, HECO RT-16. As evidenced in the articles accompanying 

HECO RT-16 testimony, the rating agencies have indicated that they would 

impute debt associated with any under-funding of a pension obligation. While it 

does not yet appear that this under-funding is included in our rating calculations, it 

is likely that this will be done going forward in the event the prepaid pension asset 

is not allowed into the rate making calculation. 

Do you have any further comments on Mr. Hill's suggestion that HECO's 

purchase power is similar to his peer group? 

I believe Mr. Hill has potentially made two errors in suggesting the purchase 

power percentages are similar for HCO and his peer group. First, Mr. Hill has 

used a HECO consolidated percentage in calculating HECO's 28% purchase 

power percentage versus HECO only results. Second, HECO's risk relative to 

purchaser power is based on the amount of long-term fixed obligations which the 

rating agencies treat as debt like obligations versus similar risks for the 

comparable companies. While 1 do not know for certain the percentages for Mr. 

Hill's comparable group, I do know that HECO's purchase power obligations 

represent 40% of HECO's base-load generation, which is substantially higher then 

the 30% figure Mr. Hill suggested for the other utilities in his peer group. 
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CONCLUSION 

What is your conclusion as to the appropriate rate of return on rate base to use in 

calculating revenue requirements in this docket? 

The rate of return on its full rate base should not be less than the Company's 

composite cost of capital, and the Company's composite cost of capital in 2005 is 

expected to be at least 8.83%, including a rate of return on common equity of at 

least 11.00%. 

Does this conclude your rebuttal testimony? 

Yes, it does. 
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Hawaiian Electric Company, Inc. 

Composite Embedded Cost of Capital 
Test Year 2005 Average 

($ Thousands) 

Capitalization 
Weighted 

WP Percent of Earnings Earnings 
Reference Amount Total Requirement Requirements 

Short-Term Debt R-2 102 $ 37,429 3.25% 3.50% 0.11% 

Long-Term Debt R-2103 423,565 36.81% 6.25% 2.30% 

Hybrid Securities WP-2104 27,303 2.37% 7.55% 0.18% 

Preferred Stock WP-2105 20,476 1.78% 5.54% 0.10% 

Common Equity R-2104 641,955 55.79% 1 1.00% 6.14% 

Total Capitalization $1,150,726 100.00% 8.83% 

Estimated 2005 Test Year Composite Cost of Capital 8.83% 

Totals may not add exactly due to rounding. 

Filename: Rebuttal Cost of Capital-2101-2105.~1s 2101 Composite 
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Hawaiian Electric Company, Inc. 

Short-Term Borrowings 
Test Year 2005 Average 

($ Thousands) 

WP Reference Total 

Short-Term Borrowings as of December 3 1, 2003 WP-2102, p.1 $ 20,700 

2004 Estimated Net Change in Short-Term Borrowings HECO-2107 27,085 

Short-Term Borrowings as of December 31,2004 47,785 (A) 

2005 Estimated Net Change in Short-Term Borrowings HECO-R-2105 (20,713) 

Short-Term Borrowings as of December 31,2005 $ 27,072 (B) 

Test Year 2005 Average = [(A)+(B)1/2 $ 37,429 

Totals may not add exactly due to rounding. 

Filename: Rebuttal Cost of Capital-2101-2105.~1s 2102 STD 
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Hawaiian Electric Company, Inc 

Embedded Cost of Long-Term Debt 
Test Year 2005 Average 

($ Thousands) 

Net Annual Annual Annual 
Long-Term Debt Rate Proceeds Interest Amortization Requirement 

Special Purpose Revenue Bonds 
(Refunded Issue): 
Series 1993 
Series 1995A **** 
Series 1996A 
Series 1996B 
Series 1997A 
Refunding Series 1998A (1987) 
Refunding Series 1999B (1988) 
Series 1999C 
Refunding Series 1999D (1990A) 
Refunding Series 2000 (1990B&C) 
Series 2002A *** 
Refunding Series 2003B (1992) 
Refunding Series 2005A (1995A) **** 

Unamortized Costs, Revenue Bonds * (20,881) 

Unamortized Costs. First Mtg Bonds ** (779) 103 103 

Test Year 2005 Average $ 423,565 $ 24,953 $ 1,511 $ 26,464 

Effective Rate = Total(E)/Total(B) 6.25% 

* Issuance costs. redemption costs, issuance discounts, and investment income differentials 
are included in this amount. Refer to RWP-2103, p.3 for detail. 

** Unamortized costs relate to HECO's First Mortgage Bonds which were redeemed prior to December 31,2003 
Refer to WP-2103, p.14 for First Mortgage Bonds unamortized costs. 

*** Series 2002A is not fully drawn until 2005. Refer to WP-2103, p.1 for calculation of 2005 average balance 

**** Refer to RWP-2103 p.1 and p. 2 for test year average balances. 

Totals may not add exactly due to rounding. 

Filename: Rebuttal Cost of Capital-2101-2105.xls 2103 LTD 
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Hawaiian Electric Company, Inc 

Common Equity 
Test Year 2005 Average 

($ Thousands) 

WP Reference Total 

Book Common Equity as of December 3 1,2003 WI-2106, p.1 $ 582,563 

Restoration WP-2 106 p.2 3,580 

Common Equity Investment as of December 31,2003 586,143 

2004 Estimated Net Change in Retained Earnings HECO-2107 52,861 

Common Equity as of December 31,2004 639,004 (A) 

2005 Estimated Net Change in Retained Earnings HECO-R-2105 5,902 

Common Equity as of December 31.2005 $ 644.906 (B) 

Test Year 2005 Average = [(A)+(B)]12 $ 641,955 

Totals may not add exactly due to rounding 

Filename: Rebuttal Cost of Capital-2101-2105.~1s 2104 Equity 
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Hawaiian Electric Company, Inc 

Sources and Applications of Funds 
($ Thousands) 

Recorded 2003 Forecast 2004 Forecast 2005 
Application of Funds: 

Capital Expenditures 
Less: CIAC & Advances 
Less: AFUDC 

Net Capital Expenditures 

Debt Redemption 
Hybrid Redemption 

Total Applications 

Sources of Funds: 

Intemal Sources: 
Retained Earnings $ 12.113 $ 52,861 $ 5,902 
Depreciation & Amortization 72,285 71,259 75.460 
Deferred Taxes & ITC 6.095 4,650 (4,272) 
Other (Misc. Net Changes in Working Capital) (16,217) (14,258) 21,116 

Total Internal Sources $ 74.276 $ 114,512 $ 98,206 

Extemal Sources: 
Increase (Decrease) in Short-Term Borrowings $ 7,000 $ 27.085 $ (20,713) 
Drawdown of Revenue Bond Proceeds 42,227 1.302 12,711 
Sale of Hybrid Securities 30.000 

Total External Financing S 49.227 $ 58,387 $ (8,002) 

Total Sources $ 123.503 $ 172,899 6 90,204 

Totals may not add exactly due to rounding 

Filename: Rebuttal Cost of Capital-2101-2105.xls 2105 S&A 
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Hawaiian Electric Company, Lnc. 
Financial Ratios 

Funds from Operations Interest 
Coverage * 3.036 x 

Test Year 2005 

Funds from Operations 1 
Average Total Debt * 

NO Rate Increase WITH Rate Increase I 

Total Debt / Total Capital * 52.9% 

Total Debt / Total Capital 
without Debt Equivalent 43.3% 

2004 Actual 

Total Debt / Total Capital * 55% 

Total Debt / Total Capital 
without Debt Equivalent 44% 

* These ratios take into account the debt equivalent (off-balance sheet purchased 
power obligations). 
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Financial Ratios in Comparison to S&P Rating Guidelines 

Business Profile = 5 

Funds from 
Operations Interest 

Coverage 

Funds from 
Operations /Total 

Debt 

HECO w/ Rate Case 3.688 x 19.3% 
HECO wlout Rate Case 3.036 x 14.7% 

Total Debt / Total 
Capital 



HECO-R-2 106 
DOCKET NO. 04-01 13 
PAGE 3 OF 5 

Funds from Operationsllnterest Coverage 

I Z  2 

1 2 3 7 8 9 10 

Business Profile 

0 AA -A Reference: Standard & Poor's Publication dated t::::::::::I BBB 02-Jun-2WJ4,"New Business Profile Scores ri::::::-:::--:-:: BB Assigned for U.S.  Utility and Power Companies: Below BB Financial Guidelines Revised' - - - -  HECO with Rate Case 
HECO without Rate Case 
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Funds from OperationsKotal Debt 

1 2 3 6 7 8 9 10 

Business Profile 

0 AA Reference: Standard & Poor's Publication dated 

BBB 02-Jun-20M,"New Business Rofile Scores 

f.:-:-:.:-:-:.:.:.:.I BB Assigned for U.S. Utility and Power Companies; 

0 Below BB Financial Guidelines Revised - - - - HECO with Rate Case 
HECO without Rate Case 
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Total Debtfrotal Capital 

1 2 3 4 6  7 8 9 10 -. 
Business Profile 

- 

Reference: S m ~ d  & P d s  Publication dated 
02-lun-2004,"New Business Rofile Scores 
Assiwed for U.S. Utility and Power Companies; 
Fioancial Guidelines Revise# 

.M - - - - HECO with Rate Case 
HECO without Rate Case 
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Hawaiian Electric Company, Inc 

Estimated Savings Due to Special Purpose Revenue Bond Financing 
(0 in Thousands) 

Inteiest 
Series ** Rate 

Costs of Financing with TAXABLE DEBT: 
Series 1993 7.30% 
Series 1996A 8.40% 
Series 19968 7.75% 
Series 1997A 7.76% 
Refunding Series 1998A (1987) 6.75% 
Refunding Series l999B (1988) 7.40% 
Series 1999C 7.85% 
Refunding Series 1999D (1990A) 7.80% 
Refunding Series 2000 (1990B&C) 7.75% 
Series ZOOZA 6.35% 
Reiunding Series 20038 (1992) 5.65% 
Refunding Series 2005A (1995) 5.25% 

Costs of F i c i n g  with REVENUE BONDS: 
Series 1993 5.45% 
Series 19%A 6.20% 
Series 19968 5 718% 
Series 1997A 5.65% 
Refunding Series 1998A (19871 4.95% 
Refunding Series 19998 (1988) 5.75% 
Series 1999C 6.20% 
Refunding Series 1999D (1990Aj 6.15% 
Refunding Series 2000 (l990B&C) 5.70% 
Series 2002A 5.10% 
Refunding Series 20038 (1992) 5.00% 
Refunding Series 2005A (1995) 4.80% 

Forecast 
Outstanding 

as of 
1U31105 

Revenue Requirements Over Original Life of Sec!uity * 
Average 

Original Amortized Accumulated 
Life (in Costs and Deferred 
years) Interest Trustee Fees Taxes Total 

Estimated Savings to  Customers (over origind Life of revenue bonds) = (Hi-(I) $ 124,592 

* Revenue requirements = nontaxable expenses grossed up for revenue faxes (R). and fanable expenses gossed up for 
revenue taxes and income taxer. Refer to RWP-2107, p. i and p.4 for Amortized CaswTrustee Fees and Average Accumulated 
Deferred Taxes calculations, respectively. for Series 1993 - 19968. Revenue Requirements i n f o d o n  for other Serier are 
contained in the "Estimated Savings From Special Pulpose Revenue Bond Financing" document tiled with the Commission for 
the respective Series. 

** See reports on savings on file with the Commission 

Note: Totals may not add exactly due to rounding. 

Filename: Rebuttal 2005 Revenue Bond Savings-2107.~1s R-2107 p.1 Revenue Bond Savings 
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INTRODUCTION 

Please state your name and business address. 

My name is Peter C. Young and my business address is 220 South King Street, 

Suite 1201, Honolulu, Hawaii. 

Have you sponsored other written testimony in this docket? 

Yes. I submitted direct testimony HECO T-3 and rebuttal testimony HECO RT-3 

on Electric Revenues and Other Operating Revenues. I am providing testimony 

on cost-of-service and rate design in rebuttal and I am adopting Ms. Seese's direct 

testimony, HECO T-22, in these areas. 

Have you testified before the Commission in prior Company proceedings? 

Yes. My experience and background are listed in HECO-300. I have previously 

testified as the cost-of-service witness for the utility in Docket No. 97-0346 (Maui 

Electric Company, Ltd.) and Docket No. 99-0207 (Hawaii Electric Light 

Company, Inc.). 

What will you cover in HECO RT-22? 

My testimony in HECO RT-22 will cover the following: 

1) HECO's revised cost-of-service study for rebuttal testimony; 

2) HECO's revised marginal cost study for rebuttal testimony; 

3) The allocation of the proposed revenue increase; 

4) HECO's proposed rate design and rates; and 

5) HECO's rebuttal response to the testimonies of the Consumer Advocate 

(CA) and the Department of Defense (DOD) on cost-of-service, 

allocation of revenue increase, and rate design. 



HECO RT-22 
DOCKET NO. 04-01 13 
PAGE2OF31 

REVISED COST-OF-SERVICE STUDY 

What are the results of HECO's embedded cost-of-service study for rebuttal 

testimony? 

The results of the cost-of-service study for rebuttal are summarized in the 

following exhibits: 

1. HECO-R-2201 - Summary of Class Revenue Requirements and Class 

Rates of Return at Present Rates and at Proposed Rates; 

2. HECO-R-2202 - Summary of Class Rates of Return on Rate Base at 

Present Rates; 

3. HECO-R-2203 - Summary of Class Rates of Retum on Rate Base at 

Proposed Rates; 

4. HECO-R-2204 - Proposed Allocation of Rate Increase by Rate Class; 

5. HECO-R-2205 -Allocation of Rate Increase Based on Equal Class Rates 

of Return; 

6. HECO-R-2206 - Comparison of Class Revenue Requirements at Present 

Rates, at Proposed Rates, and at Equal Rates of Return; 

7. HECO-R-2207 - Summary of Cost Components by Rate Class at Proposed 

Rates; 

8. HECO-R-2208 -Summary of Unit Cost Components by Rate Class at 

Proposed Rates; 

9. HECO-R-2209 - Summary of Cost Components by Rate Class at Equal 

Rates of Return; 

10. HECO-R-2210 - Summary of Unit Cost Components by Rate Class at 

Equal Rates of Return; 

11. HECO-R-2211 - Summary of Allocation Factors; and 
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12. HECO-R-2212 -Energy Loss Analysis by Rate Class. 

How do the results of the embedded cost-of-service study for this rebuttal 

testimony compare with those presented in HECO's direct testimony? 

A comparison of rate class revenue requirements and class rates of return between 

the rebuttal cost-of-service study and the study results presented in direct 

testimony is shown in HECO-R-2213. HECO's rebuttal total revenues at present 

rates are higher than the total in direct testimony primarily due to a revision in the 

fuel oil adjustment factor that reflects an assumption of higher fuel oil prices, as 

well as revised assumptions for sales, Schedule PP power factor percentage, and 

potential Rider customers. HECO's rebuttal total revenues at proposed rates are 

higher than the total in direct testimony, and are impacted by a combination of the 

assumption of higher fuel oil prices, lower DSM costs, and lower rate of return. 

The relative magnitude of the class rates of return at present rates from the rebuttal 

cost-of-service study are generally similar to the class rates of return at present 

rates presented in direct testimony. In HECO's rebuttal testimony, the Schedule 

R, Schedule H, and Schedule F class rates of return at present rates are less than 

the system average rate of return, while in HECO's direct testimony, the Schedule 

R and Schedule F class rates of return at present rates were below the system 

average. In HECO's rebuttal testimony, Schedule H's higher sales revenues are 

more than offset by increases in fuel expense, other taxes, and an increased 

allocation of administration and general costs. In both HECO's rebuttal and direct 

testimonies, the Schedule PT class rate of return at present rates exceeds the 

system average and is the highest of all the class rates of return. 

Are there any changes to HECO's embedded cost-of-service methodology? 

No, the embedded cost-of service methodology remains the same as enlployed in 
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direct testimony. Two assumptions were modified in accordance with HECO's 

responses to CA-IR-531 and CA-IR-464. 

What is the first assumption that has been modified? 

In HECO's response to CA-IR-531, HECO indicated that its rebuttal testimony 

embedded cost-of-service study will reflect a more appropriate classification of 

DSM costs, depending on the availability of data that would allow a breakdown of 

DSM costs. HECO has been able to analyze and develop data that provides a 

basis for classification of the DSM costs included in customer service expense as 

partially demand-related and partially energy-related, instead of the 100% 

customer-related classification used in direct testimony. Separate demand-related 

and energy-related classifications were developed for each DSM program, and the 

details are presented in HECO-RWP-2201. The remaining, non-DSM costs in 

customer service expense continue to be classified as 100% customer-related costs 

in rebuttal testimony. The Company believes that these are reasonable bases for 

the classification of DSM-related costs. 

What is the second assumption that has been modified? 

HECO has revised the energy losses in the embedded cost study to reflect 

Kalaeloa capacity of 209 MW as indicated in HECO's response to CA-IR-464. 

What are the bases for the revisions to the embedded cost study in rebuttal 

testimony? 

The updated embedded cost-of-service study for rebuttal testimony reflects the 

following: 

1. Revised test year forecasts of sales discussed in HECO RT-2; 

2. Revised test year revenues at present rates presented in HECO RT-3; 

3. Revised test year estimates of O&M expenses, taxes, and rate base 
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presented by the different Company witnesses; and 

4. Revised test year total revenue requirements presented in HECO RT-1 

and HECO RT-23. 

REVISED MARGINAL COST STUDY 

Are there any changes to HECO's marginal cost study? 

Yes. The Company has revised the marginal energy cost study to align the 

marginal energy costs with the revised test year fuel cost assumptions. The 

revised marginal energy costs by time-of-use rating period are presented in 

HECO-R-2214. A comparison between the revised unit embedded costs and the 

revised unit marginal costs by function (only marginal energy costs are revised) is 

presented in HECO-R-2215. The Company has not revised any other elements of 

the marginal cost study. 

Are there any changes to HECO's marginal cost study methodology? 

No. The Company has not changed its methodology in the calculation of the 

marginal energy costs. 

ALLOCATION OF PROPOSED REVENUE INCREASE 

What is HECO's proposed allocation of revenue increase? 

HECO's proposed allocation of revenue increase is presented in HECO-R-2204. 

HECO's revised proposed allocation follows the guidelines applied in previous 

dockets, to allocate the proposed revenue increase to rate classes such that each 

class would move closer to cost of service, as reflected by each class's rate of 

return moving closer to the system average rate of return. The guidelines are 

subject to two constraints: First, each rate class is allocated a revenue increase in 
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a reasonable range, which is * 25% of the proposed Company average sales 

revenue increase; and second, each rate class is allocated a revenue increase such 

that the class rate of return is * 50% of the Company average rate of return. If the 

proposed revenue allocation cannot satisfy both guidelines, then the revenue 

increase guideline at * 25% of the proposed Company average sales revenue 

increase takes priority. These guidelines were used to propose revenue allocation 

among rate classes in prior rate cases, most recently HELCO's Docket No. 99- 

0207, and were approved by the Commission in Decision and Order No. 18365, at 

page 84 (February 8,2001). 

How were the guidelines applied in HECO's current case? 

In implementing the guidelines, HECO proposes to increase Schedule R, Schedule 

H, and Schedule F class revenues by 6.39%, which is 125% of the system average 

increase of 5.11%. These classes still would earn less than the system average 

rate of retum as shown in HECO-R-2201. HECO proposes to increase Schedule J 

and Schedule PT class revenue by 3.84%, which is 75% of the system average 

increase of 5.11 %, since these two classes have the highest rates of return at 

present rates. HECO proposes that the remaining three rate classes, Schedules G, 

PS, and PP receive the same 4.96% revenue increase. All commercial classes 

meet the rate of retum guideline of * 50% of the system average at the rebuttal 

revenue allocation proposal except Schedule PT. In HECO-R-2213, page 2, we 

see that this proposed allocation following the established guidelines moves each 

rate class closer to cost-of-service than the equal percentage increase proposal in 

direct testimony, as measured by the rate of return index, with the exception of 

Schedule F. 

Why does HECO propose to change the method of revenue increase allocation 
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from what was proposed in direct testimony? 

In direct testimony, HECO proposed an equal percentage revenue increase among 

rates classes because the Company was concerned about the significant rate 

impact to customers, particularly to residential customers. The direct testimony 

proposal shared the burden among all rate payers. However, the Company also 

stated that if the amount of HECO's final revenue increase approved by the 

Commission is less than the amount requested in the direct application, the 

Commission should consider HECO's past criteria for the revenue increase 

allocation in making its final revenue allocation (HECO T-1, page 28). Since the 

rebuttal proposed increase in revenues is significantly lower than the proposed 

increase indirect testimony ($63.0 million vs. $98.6 million), it is reasonable for 

HECO to return to a proposed revenue increase allocation that more closely aligns 

class revenues and class costs. 

Is there support from the DOD to align class revenues and class costs? 

Yes, it appears that there is support from the DOD to more closely align class 

revenues and class costs. The DOD recommends that the Commission direct 

HECO to implement any approved rate increase by allocating the revenue increase 

with the objective of reducing the interclass subsidies by at least 50%. The DOD 

further suggests that if the Commission finds that the impacts are too large on 

customers who are below cost, the Commission could direct HECO to phase-in 

the adjustment over a period of not more than two years (DOD-T-3, page 20). 

Does HECO support the DOD's position? 

HECO supports the DOD's position to move class rates of return to align more 

closely with the cost-to-serve. The Company also supports, but is not proposing, a 

phase-in rate adjustment over two years if the second part of the phased 
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adjustment continues to make meaningful progress towards aligning revenues and 

cost-to-serve among the rate classes. 

What is the CA's position on revenue allocation? 

The CA's position on revenue allocation will be discussed in detail in a 

subsequent section. 

RATE DESIGN AND PROPOSED RATES 

Why are changes made to HECO's proposed rates in rebuttal testimony? 

HECO's rebuttal revisions to proposed rates reflect the changes in revenue 

requirements made in the Company's rebuttal testimony. 

Are there changes proposed for HECO's structure of rates and rules in rebuttal? 

The proposed changes to the structure of HECO's rates and rules, including the 

proposed changes to terms and conditions in rates and riders, the proposed 

changes to Rule No. 4, Standard Customer Retention Rate, and the proposed 

changes to the non-sales related charges such as the Returned Checks Charge, 

Field Collection Charge, and Service Establishment Charge, remain the same as 

proposed in direct testimony, HECO T-22, pages 18 to 64. HECO proposes one 

modification to the proposed Schedule U demand charge which will be discussed 

below. 

How does HECO propose to reflect the changes to the proposed class revenue 

requirements in rebuttal testimony? 

HECO proposes to reflect the rebuttal changes in class revenue requirements in 

the proposed rate class and rate rider energy charges to the extent possible. 

Summaries of the allocation of proposed revenue requirements among rate 

elements by rate class are presented in HECO-R-2216 through HECO-R-2223. 

The revised proposed rate and rule sheets are presented in HECO-R-2224. 
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Sample bill comparisons under present and proposed rates by rate schedule are 

presented in HECO-R-2225 through HECO-R-2236. 

What are the revisions to HECO's proposed rates? 

The rebuttal revisions to HECO's proposed rates are summarized as follows: 

1. Schedule R - Residential Service: 

a. Increase the Non-Fuel Energy Charge from 7.7814 # k w h  to 

8.4415 #kwh;  and 

b. Increase the Base Fuel Energy Charge from 3.5140 #kWh to 

8.8903 #/kwh, as shown in HECO-R-2216. 

The changes to the customer charge, minimum charges, and the 

Apartment House Collection Arrangement remain as proposed in 

direct testimony. There are no changes proposed to Schedule E in 

rebuttal. The proposed Base Fuel Energy Charge is based on the 

Company's estimates cost of fuel and cost of purchased power, as 

discussed in HECO RT-10. The proposed Non-Fuel Energy Charge 

recovers the customer costs and demand costs that are not recovered 

by the customer and minimum charges. 

2. Schedule G - General Service Non-Demand: 

a. Increase the Customer Charge from $20.00 to $35.00 per month 

for Single-Phase service; 

b. lncrease the Energy Charge from 11.1570 #kwh to 16.2616 

#kwh;  and 

c. lncrease the Minimum Charge from $25.00 to $40.00 per month 

for Single-Phase service, as shown in HECO-R-2217. 

The changes to Three-Phase service customer charge, Three-Phase 
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service minimum charges, and primary voltage service remain as 

proposed in direct testimony. The proposal for unmetered service is 

withdrawn, as previously indicated in HECO's response to CA-IR-365. 

The proposed Customer Charge o f  $35.00 per month for Single-Phase 

service aligns the revenue from customer charges at approximately 35% 

o f  the class's total fixed cost, which includes the customer-related and 

demand-related costs. The proposed Energy Charge recovers the 

customer costs and demand costs that are not recovered by the customer 

and minimum charges. The proposed Minimum Charge o f  $40.00 per 

month for Single-Phase service is designed to maintain the same 

relationship between the customer charge and the minimum charge as 

reflected in the present rate, for rate continuity and stability. 

3. Schedule J - General Service Demand: 

a. Increase the Energy Charge for the three load factor blocks from 

8.6900 #kwh, 7.5419 $kwh,  and 6.5130 $ k w h ,  to 13.6400 

$kWh, 12.4919 #/kwh, and 11.4629 #/kwh, respectively, as 

shown in HECO-R-2218. 

The changes proposed to the customer charge, the demand charge, 

the availability clause, the demand ratchet, the Supply Voltage 

Delivery provision, the supply voltage adjustments, and the 

minimum term o f  contract remain as proposed in direct testimony. 

The proposed Energy Charges recover the customer costs and 

demand costs that are not recovered by the customer, demand, and 

minimum charges, net o f  power factor, service voltage, and rider 

adjustments. 
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4. Schedule H - Commercial Cooking and Water Heatine Service: 

a. Increase the Energy Charge from 7.7422 # k W h  to 13.8583 

$/kwh, as shown in HECO-R-2219. 

The proposed changes to the customer charges and demand charge 

remain the same as in direct testimony. The proposed Energy 

Charge recovers the customer costs and demand costs that are not 

recovered by the customer and demand charges. 

5. Schedule PS - Large Power Secondary Voltape Service: 

a. Increase the Energy Charge for the three load factor blocks from 

7.2087 #/kwh, 6.4104 # k w h ,  and 6.1010 $/kwh, to 11.9578 

#/kwh, 11.1595 $/kwh, and 10.8503 $/kwh, respectively, as 

shown in HECO-R-2220. 

The proposed changes to the customer charge, the demand charges, 

the minimum billing provision, and the term of contract remain the 

same as proposed in direct testimony. The proposed Energy Charges 

recover the customer costs and demand costs that are not recovered 

by the customer and demand charges, net of the power factor, 

network service, and rider adjustments. 

6. Schedule PP - Large Power Primary Voltage Service: 

a. Increase the Energy Charge for the three load factor blocks from 

7.0715 $ k w h ,  6.2884 $ k w h ,  and 5.9849 $/kwh, to 11.9604 

$/kwh, 11.1772 #/kwh, and 10.8737 #/kwh, respectively; and 

b. Change the Secondary Metering Adjustment from the current 

0.1081 #kwh to 0.2168 $/kwh, as shown in HECO-R-2221. 

The proposed changes to the customer charge, demand charges, 
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minimum billing provision, and term of contract remain the same as 

proposed in direct testimony. The proposed Energy Charges recover 

the customer costs and demand costs that are not recovered by the 

customer and demand charges, net of the power factor, secondary 

metering, and rider adjustments. 

7. Schedule PT - Large Power Transmission Voltage Service: 

a. Increase the Energy Charge for the three load factor blocks from 

6.9708 #/kwh, 6.1989 #/kwh, and 5.8997 #/kwh, to 11.7511 

#/kwh, 10.9792 $/kwh, and 10.6800 #/kwh, respectively, as 

shown in HECO-R-2222. 

The changes to the customer charge, demand charges, Secondary 

Metering Adjustment, minimum billing provision, and term of 

contract remain the same as proposed in direct testimony. The 

proposed Energy Charges recover the customer costs and demand 

costs that are not recovered by the customer and demand charges, net 

of the power factor and secondary metering adjustments. 

8, Schedule F - Public Street Lighting, Highway Lighting, and Park and 

Playground Floodlighting Service: 

a. Increase the Energy Charge for the two load factor blocks from 

12.7049 $kwh and 8.7309 #/kwh, to 18.8659 $/kwh and 

14.8920 #/kwh, respectively, as shown in HECO-R-2223. 

The proposed changes to customer charge, secondary metering 

adjustment, and loss factor remain the same as proposed in direct 

testimony. The proposed Energy Charges recover the customer costs 

and demand costs that are not recovered by the customer charge and 
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the minimum charge, net of the secondary metering adjustment. 

9. Schedule U - Time-of-Use Service: 

a. Increase the Energy Charge from the current 7.8230 #/kwh for 

the on-peak period to 13.4400 #/kwh, and from 3.0000 #/kwh 

for the off-peak period, to 10.0000 $/kwh; and 

b. Change the Demand Charge from $17.00 per kW to $18.00 per 

kW if the customer's maximum demand occurs during the 

priority peak period and $16.00 per kW if the customer's 

maximum demand occurs during the mid-peak period. 

The changes to the customer charge and the service voltage 

adjustment remain as proposed in direct testimony. The proposed 

On-Peak Energy Rate of 13.4400 #/kWh is based on the proposed 

average energy charge for Schedule PS plus 2.0 #/kwh, which is 

about 20% of the marginal energy cost during the priority peak 

hours. The proposed Off-Peak Energy Rate of 10.0000 #/kwh is 

based on the kwh unit energy cost for Schedule PS. The proposed 

demand charge if peak is during the priority peak period is based on 

about 75% of the Schedule PS full unit demand cost. The proposed 

demand charge if peak is during the mid-peak period is based on the 

estimated average revenue per kW of the proposed Schedule PS. 

The structure of the proposed demand charge has been modified to 

be consistent with the proposed Schedule TOU-C. Commercial 

customers who elect service under a time-of-use rate schedule 

(demand customers with loads < 300 kW on Schedule TOU-C and 

demand customers with loads > 300 kW on Schedule U) have the 
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opportunity to lower their demand charges by managing their peak 

loads into the mid-peak hours instead of the priority peak period. 

10. Schedule Q - Purchases from Qualifying Facilities 100kW or Less: 

a. Change the Energy Rate for energy delivered to the Company by 

the customer from 3.67 #kWh to 10.63 $kWh; 

b. Change the generation base fuel cost from the 287.83 #/mbtu to 

870.43 #/mbtu; and 

c. Modify the language to recognize the inclusion of the cost of fuel 

for the Company's Distributed Generation resources in the 

composite generation base fuel cost. 

The proposed metering charge remains the same. The proposed 

energy rate of 10.63 #kWh for energy delivered to the Company 

by the customer is based on the revised test year estimates of the 

Company's generation cost, DG fuel price and efficiency factors 

discussed in HECO RT-4. 

11. Energy Cost Adiustment Clause: 

a. Change the base fuel cost for Company generation from 287.83 

#/mbtu to 869.64 $/mbtu; 

b. Change the Company generation efficiency factor from the 

0.01 1170 mbtu/kWh to 0.01 1140 mbtu/kWh; 

c. Change the base purchased energy cost from 3.005 #kWh to 

5.568 #kwh;  and 

d. Include a Distributed Generation (DG) Energy Component Cost 

in the Clause at 14.076 # k w h .  

The proposed changes to the base fuel and purchased power costs, 
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efficiency factor, and the inclusion of the DG energy component are 

discussed in HECO RT-4. 

12. Schedule TOU-R - Residential Time-of-Use Service: 

a. The proposed time-of-use energy rates are Priority Peak Period - 

22.3318 #/kwh, Mid-Peak Period - 19.33 18 #kwh, and Off- 

Peak Period - 13.8318 #/kwh. 

The customer charges and minimum charges remain as proposed 

in direct testimony. The proposed time-of-use energy rates aim 

to maintain the same rate differential between periods as 

reflected in Option 2 Energy Rates of the current Schedule TOU- 

R pilot program, as well as the differences between the total 

energy rate (non-fuel and base fuel energy rates) for Schedule R 

and the time-of-use energy rates. The proposed energy rate for 

the priority peak period of 22.3318 #/kWh is based on the 

proposed total energy rate for Schedule R of 17.3318 #/kwh plus 

5.0 #/kwh which reflects about 45% of the estimated priority 

peak marginal energy cost. The proposed energy rate for the 

mid-peak period of 19.33 18 #/kwh is based on the proposed 

total energy rate for Schedule R plus 2.0 #/kwh, which is based 

on about 20% of the mid-peak marginal energy cost. The 

proposed off-peak energy rate of 13.83 18 #/kwh is based on the 

proposed total energy rate for Schedule R minus 3.5 #/kwh, 

which reflects about 33% of the off-peak marginal energy cost. 

13. Schedule TOU-C- Commercial Time-of-Use Service: 

a. For Non-Demand Service, the proposed time-of-use energy rates 
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are Priority Peak Period - 21.2616 #/kwh, Mid-Peak Period - 

18.2616 #/kwh, and Off-Peak Period - 11.2616 #/kwh. 

b. For Demand Service, the proposed time-of-use energy rates are 

Priority Peak Period - 18.0944 #/kwh, Mid-Peak Period - 

15.0944 #/kwh, and Off-Peak Period - 10.0000 #/kwh. 

The customer charges, demand charge, and minimum charges 

remain as proposed in direct testimony. For Non-Demand 

service, the proposed energy rate for the priority peak period of 

21.2616 #/kwh is based on the proposed energy rate for 

Schedule G of 16.2616 #/kwh plus 5.0 #/kwh which reflects 

about 45% of the estimated priority peak marginal energy cost. 

The proposed energy rate for the mid-peak period of 18.2616 

#/kwh is based on the proposed energy rate for Schedule G plus 

2.0 #/kwh, which is based on about 20% of the mid-peak 

marginal energy cost. The proposed off-peak energy rate of 

11.2616 #/kwh is based on recovering the allocated energy cost 

for Schedule G plus about 15% of the estimated off-peak 

marginal energy cost. The proposed Energy Rates for Schedule 

TOU-C Demand Service are derived in the same manner as the 

proposed Energy Rates for Schedule TOU-C Non-Demand 

Service except for the proposed off-peak energy rate of 10.0000 

#/kwh, which is set to recover the allocated energy cost for 

Schedule J. 

Has the Company modified its position on the htegrated Resource Planning Cost 

Recovery Provision ("IRP Clause")? 
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The Company will retain the RP clause for use in reconciling the recovery of IRP 

costs and for recovering DSM program costs, including lost margin and 

shareholders incentives, not otherwise recovered in base rates. Since HECO is no 

longer proposing to recover all IRP-related and DSM-related costs in the base 

rates, HECO no longer proposes to eliminate the RP Cost Recovery Provision. 

Is the Company withdrawing the proposal for the DSM Reconciliation Clause 

Provision? 

Yes, the Company withdraws the proposal for the DSM Reconciliation Clause 

Provision, for reasons discussed in HECO RT-10. 

CA'S COST-OF-SERVICE ISSUES 

What are the cost-of-service issue differences raised by the Consumer Advocate? 

In CA-T-5, pages 9-1 1, the CA raises the following issues with which the 

Company does not agree: 

1. Distribution poles, lines, and transformers are improperly classified as 

"customer" costs; 

2. HECO's classification of DSM costs as "customer-related" overstates the 

customer unit costs; and 

3. Production O&M expenses other than fie1 are classified entirely as fixed or 

"demand" costs, when a portion of such expenses vary with the level of 

generation. 

What are the CA's contentions about the classification of distribution poles, lines 

and transformers? 

The CA says that the distribution network of poles, lines, and transformers do not 

vary directly with the number of customers served and should be classified 
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entirely as demand costs, rather than partially as customer costs, as HECO 

proposes (CA-T-5, page 9). The CA also contends that HECO's use of the 

minimum system method is flawed because it double counts cost responsibility. 

The CA argues that the minimum-sized distribution system is capable of serving a 

large percentage of customer demand, but no credit is given for this demand 

serving capability when allocation factors are devised and applied to the 

"demand" component of distribution network costs (CA-T-5, page 15). 

Has the Commission approved the Company's cost-of-service methodology in 

prior rate cases? 

The Commission has found reasonable the Company's classification of 

distribution plant costs as demand-related and customer-related and the 

Company's use of the minimum system method as consistent with NARUC cost 

allocation guidelines in previous rate cases (Decision and Order No. 11 699 in 

HECO's Docket No. 6998, Decision and Order No. 18365 in HELCO's Docket 

No. 99-0207, and Amended Decision and Order No. 16922 in MECO's Docket 

No. 97-0346) and has rejected the CA's position. 

Are the CA's arguments different from what has been argued in the past? 

No. The CA has not presented any new substantive arguments to support its 

proposal. 

What is the Company's position on the CA's alleged issue of double-counting by 

the minimum system method? 

The Company continues to believe the CA's position is without merit: 

1) The Minimum System Method is one of the methodologies 

specifically approved by the NARUC Cost Allocation Manual; 

2) In Docket No. 6998, HECO argued that the distribution costs that 
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are classified as demand-related only reflect the costs of the 

distribution plant required to meet the customers' expected kW 

demand. The distribution costs that are classified as demand- 

related are allocated to the customer only once, based on the 

composite class non-coincident peak demand. To the extent that 

an individual customer's expected kW demand is small or close to 

the minimum system load, such low demand is reflected a class 

composite non-coincident demand, and a class is accordingly 

allocated a smaller share of the distribution demand costs 

proportionate to the class' non-coincident peak demand. In the 

same manner, the distribution costs that are classified as customer- 

related only reflect the distribution plant costs required to connect 

the customer to the utility system whether or not the customer's 

kW demand is equal to or different from the minimum load size. 

The customer-related component is also allocated to the rate 

classes only once, proportionate to the number of customers by 

rate class (Docket No. 6998, HECO RT-14, pages 38-39); and 

3) In Docket No. 97-0346, MECO argued that the CA's proposal to 

adjust the demand included in the demand allocation factors (D2 

and D3) understates the actual demand that is required of the 

distribution substations, distribution lines, and transformers, and 

results in inappropriate and inaccurate demand allocation factors 

(Docket No. 97-0346, MECO RT-17, page 27). 

These arguments were accepted by the Commission in their decisions 

in these dockets. 
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Does the CA recognize that the Company's classification method is reasonable? 

Yes. The CA recognizes that HECO's classification of distribution network costs, 

including poles, lines, and transformers, as customer-related is "consistent with 

alternatives documented within the NARUC Cost Allocation Manual . . . "(CA-T- 

5, page 12). 

What is HECO's recommendation on this issue? 

HECO recommends that the Commission reject the CA's arguments and continue 

to find HECO's classification of distribution plant costs as demand-related and 

customer-related and the Company's use of the minimum system method, 

consistent with NARUC cost allocation guidelines, as reasonable. 

What is the CA's concern regarding DSM costs? 

The CA is concerned that the Company has included approximately $30 million of 

estimated annual DSM-related costs in its revenue requirement, with more than 

half of such costs assigned to the Residential class, which in turn selves to depress 

the Residential customer class' earnings and reported rate of return (CA-T-5, page 

18). 

Does the CA's concern remain based on HECO's rebuttal position? 

No, the CA's concern is no longer relevant in this case. HECO's proposed revised 

DSM costs are $1,016,000, as discussed by Mr. Hee in HECO RT-10. These 

DSM costs are now classified as either demand-related costs or energy-related 

costs, as indicated above, based on a change in assumption used for the embedded 

cost-of-service study. 

Does the CA propose a change in classification of production O&M expenses in 

the current HECO rate case? 

No. The CA does not propose to change HECO's classification of 100% of non- 
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fuel production O&M costs as demand-related in the current rate case. 

Does HECO need to undertake a cost study of production O&M expenses? 

No. HECO's classification of non-fuel production O&M costs as 100% demand- 

related is reasonable, has been approved in previous rate cases, and should be 

accepted by the Commission. HECO recognizes that if there are variable O&M 

non-fuel production costs, they should be minimal. 

CA'S REVENUE ALLOCATION AND RATE DESIGN ISSUES 

What is the CA's proposed revenue allocation? 

The CA's proposed revenue allocation is described at CA-T-5, page 27: 

1. Terminate AES credits; 

2. Eliminate Power Factor Adjustment Credits; 

3. Adopt HECO's proposed service establishment charge, field collection 

charge, and returned payment charge changes; 

4. For remaining revenues, no rate increases to Schedule G and Schedule 

PT; Equal percentage increases to all other rate classes. 

What are the problems with eliminating power factor adjustment credits? 

The CA's proposal to eliminate power factor adjustment credits is inconsistent 

with the CA's proposal to have equal percentage increases to all rate classes 

(except Schedule G and Schedule PT). The CA allocates the elimination of the 

power factor adjustment credits to the rate classes (Schedules J, PS, PP, and PT) 

prior to assigning rate increases to classes. This effectively implies a higher 

overall percentage rate increase to Schedules PS and PP than to Schedules R, G, 

H, and F, the rate schedules that do not have power factor adjustments. 

What other problems are there with the CA's proposed rate allocation proposal? 
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The CA's proposal does not move to align class revenues with the cost to serve 

each class. The CA's rate allocation proposal does not assign a rate increase to 

Schedule G or Schedule PT, but does assign an increase to Schedule J. The CA's 

position is that all three of these rate classes are earning more than the system 

average rate of return, as shown in CA-500. The CA's proposal would move the 

Schedule J rate class revenues further from the cost to serve the class. 

What is the CA's proposed rate design? 

The CA proposed that the existing structure of customer charges, minimum 

charges, energy charges, and demand charges within all rate schedules be retained. 

The CA further recommends that these elements be adjusted in equal percentages, 

after adjusting the existing energy rate to reflect the Commission's approved base 

fuel energy cost, to achieve the overall revenue target (CA-T-5, page 35). 

What are the problems with the CA's proposed rate design? 

There are two problems with the CA's proposed rate design. First, a simple equal 

percentage increase to all the existing charges does not guarantee that the target 

class revenues will be achieved. Changes in the number of customers subject to 

minimum bills and changes in rider adjustments in the commercial rate schedules 

will affect the revenue calculations. Second, and more importantly, the CA's 

proposal to adjust the existing structure of customer charges, minimum charges, 

energy charges, and demand charges in equal percentages is inconsistent with 

aligning charges closer to the cost to serve. For example, the existing Schedule R 

single phase service customer charge of $7.00 per customer per month recovers 

only about 50% of the $14.12 unit customer cost (Final Rates filed December 21, 

1995 in Docket No. 7766, Exhibit 6, page 25). The Schedule R unit customer 

cost at proposed rates is $1 9.41 per customer per month (HECO-R-2208). In 
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order for the proposed customer charge to maintain its existing relationship of 

about 50% of the customer cost, the Schedule R customer charge would have to 

rise to $9.70, an increase of over 38%. The CA does not contemplate such a 

percentage increase for Schedule R's pricing elements. A simple equal percentage 

increase to all the existing charges will likely assure that some elements of 

customer, energy, or demand charges move farther away from their cost basis. 

The Company has two opportunities to better align revenues and the cost to serve: 

first, the Company can allocate revenues to rate classes such that each rate class 

earns a rate of retum that is close to the system average retum; and second, within 

a particular rate class, the Company can align customer charges with customer 

costs, energy charges with energy costs, and demand charges with demand costs 

more closely in order to improve efficiency and send the proper pricing signal to 

customers. The Company needs to seek positive progress from both opportunities 

to align revenues with costs. 

Does the CA address HECO's rate design proposals made in direct testimony? 

Yes. At CA-T-5, pages 39-40, the CA agrees with the following proposals: 

1. The Schedule R Apartment House collection arrangement; 

2. The Schedule G revisions to primary service availability and supply 

voltage adjustment; 

3. The Schedule J qualification limit of loads less than 300 kW; 

4. The Schedule PS, PP, and PT qualification limit of loads greater than 

300 kW; 

5. The revision to the Schedule J determination of demand (demand 

ratchet); 

6. The addition of the network adjustment to Schedule J; 
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7. The increase in the contract term provisions in Schedules 3, PS, PP, and 

PT with the proposed termination charges for service discontinuation 

within five years; 

8. The secondary metering adjustment revision to Schedules PP and PT; 

and 

9. The elimination of the closed Minimum Billing Demand provision on 

Schedule PT. 

The CA also did not object to implementation of the Schedules TOU-R and TOU- 

C at their proposed terms and conditions (CA-T-5, page 41). The CA proposes 

that the rates for Schedule U, Rider T, Rider M, Schedule TOU-R, and Schedule 

TOU-C be developed in conformance with the CA's proposed equal percentage 

adjustment approach (CA-T-5, pages 40-41). The CA also proposes the 

continuation of the IRPIDSM Surcharge, subject to reconciliation of costs and 

revenues and review of programs in the Energy Efficiency Docket (CA-T-5, page 

27). 

Are there HECO proposed changes to existing rates and rules that the CA did not 

address in testimony? 

Yes. The CA did not address the following HECO proposals in their testimony: 

1. Reduce the Rider I minimum qualifying interruptible load from 

500 kW to 100 kW; 

2. Add terms and conditions to Rider T that would allow customers 

to perform emergency maintenance on equipment without 

considering its impact on the customer's maximum on-peak 

demand in the determination of their billing demand; 

3. Terminate Rider EV-R - Residential Electric Vehicle Charging 
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Service and Rider EV-C - Commercial Electric Vehicle Charging 

Service; and 

4. Eliminate Rule No. 4. Section D, the Standard Form Customer 

Retention Rates. 

These HECO proposals are reasonable and should be adopted. 

Did the CA propose any modifications to HECO's rate design structure? 

Yes. The CA proposes that HECO customers be charged when power factor is 

less than 95%, and no credits would apply for power factors greater than 95% 

(CA-T-3, page 65). The CA also proposes that Schedule H be closed to new 

customers (CA-T-5, page 42). 

Is the CA's proposal to modify the power factor base currently used in HECO's 

power factor adjustment reasonable? 

No. The CA's proposal is not reasonable and should be rejected. The power 

factor base currently used in the power factor adjustment section in HECO's 

Schedules J, PS, PP, PT, and U should remain at 85%. The CA provides no cost 

basis for its recommended change. The CA contends that the information needed 

to estimate reactive power costs and subsequent power factor penalties was 

requested in CA-IR-576, but the requested breakouts of the generators, turbines, 

and exciter costs were not readily available, as indicated in HECO's response to 

CA-IR-576, subpart d, so the CA is not able to calculate reactive power cost 

(CA's response to HECOICA-IR-507). However, it is not readily apparent that 

the CA could in fact calculate a reactive power cost, even if the data requested in 

CA-IR-576, subpart d were available, and there is nothing that suggests that 95% 

is a reasonable base for calculating power factor adjustment. 

Why does HECO have a power factor adjustment? 
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HECO's power factor adjustment encourages customers to achieve and maintain 

good power factor levels. This lowers overall system operating costs and benefits 

all customers in the long run. 

Are there HECO customers that would be impacted by a change in the base for 

calculating power factor adjustment? 

Yes. Since HECO's base for power factor adjustment has been at 85% for many 

years, some customers who are subject to power factor adjustment have made 

investments in capacitors to improve power factor, with the expectation that the 

investments would pay for themselves over time through power factor adjustment 

credits based on the 85% power factor base. These customers who made a 

reasonable investment based on a reasonable assessment of the stability of the 

power factor adjustment would be most impacted by a change in the base for 

power factor adjustment. 

What does HECO recommend regarding power factor and power factor 

adjustment? 

HECO recommends that the existing power factor adjustment base and power 

factor adjustment clauses in Schedules J, PS, PP, PT, and U be maintained. 

What does the CA recommend regarding HECO's Schedule H? 

The CA recommends that Schedule H be closed to new customers because HECO 

has demonstrated no need to maintain any end-use rate schedules of this type 

(CA-T-5, page 42). 

What is HECO's position on the status of Schedule H? 

The Company recommends that Schedule H be maintained in its present form 

until overall revisions to the rate can be proposed in HECO's next rate case that 

25 will address the issues of on-site inspection costs and the applicability of billing 
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demand exclusions for specific equipment. The Company agrees with the CA that 

there are significant on-site inspection efforts required to administer Schedule H 

(CA-T-5, pages 42-43; HECO's response to CA-IR-376). However, even if 

Schedule H is closed to new customers, the need for inspection of existing 

accounts is not eliminated, and that function may in fact approach the labor hour 

requirement identified in HECO's response to CA-IR-376. In addition, closing 

Schedule H to new customers may cause new tenants in sites with existing 

Schedule H service to incur extra wiring or electric bill costs, and may require 

clarification in order to administer (CA-T-5, page 43 and HECO's response to 

CA-IR-376). These are costs that can be avoided. Any transition of Schedule H 

should be planned to minimize administrative costs, minimize impacts on existing 

Schedule H customers, and establish applicability that aligns appropriately with 

other Company rates. HECO's Schedule H should be maintained in its current 

form while a transition for the rate is structured. 

DOD'S COST-OF-SERVICE ISSUES 

What are the cost-of-service issues raised by the DOD? 

The DOD does not raise cost-of-service issues in their testimony. The DOD 

agrees that the embedded cost methodology employed by the Company is 

generally consistent with industry practice and is suitable for use in this docket 

(DOD T-3, page 3). The DOD also testifies that the embedded cost-of-service 

study is the appropriate approach to the determination of the class cost-of-service 

(DOD T-3, page 7). And the DOD recommends that the Commission use 

HECO's class cost-of-service study as a basis for the determination of revenue 

requirements assigned to each customer class (DOD T-3, page 8). Finally, the 
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DOD agrees that the AED allocation method used for allocating generation and 

transmission costs continues to be appropriate for the HECO system (DOD T-3, 

page 9). 

DOD'S REVENUE ALLOCATION AND RATE DESIGN ISSUES 

What is the DOD's position on revenue allocation? 

The DOD proposes to allocate the revenue increase among classes with the 

objective of reducing existing interclass subsidies by at least 50%. The DOD also 

proposed to allocate revenue such that Schedule PS, Schedule PP, and Schedule 

PT rate classes all earn the same rate of return. 

Is there an inconsistency in the DOD's revenue allocation proposal? 

The revenue allocation proposal for Schedules PS, PP, and PT rate classes to earn 

the same rate of return perpetuates interclass subsidies and appears to benefit 

primarily military accounts. The re-allocation of revenue between Schedules PS, 

PP, and PT would move Schedules PS and PP farther from their cost-of-service 

and increase the subsidy that each is providing. Clearly this is not efficient or 

equitable and should he rejected. 

What is the DOD's proposed rate design? 

The DOD did not propose a rate design for all rates; the DOD did make a specific 

proposal for a single value demand charge for Schedule PP customers with a 

credit for those customers taking dedicated substation service, and an adder 

applicable to all others (DOD T-3, page 23). 

Is the DOD's proposal to create a credit and adder to the Schedule PP demand 

charge reasonable? 

No. The DOD's proposal to create a credit and adder in the Schedule PP demand 
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2 1 Q. Please summarize your testimony. 

22 A. My rebuttal testimony presents the Company's revised cost-of-service study, 

23 revised marginal energy cost study, proposed allocation of revenues, proposed 

24 rate design, and rebuttal to the CA's and the DOD's testimony on the cost-of- 

25 service and rate design. 

charge is not cost-based; there is no supporting study of specific customers and 

the facilities used to serve those customers. The DOD makes an assumption that 

HECO customers served by a dedicated substation do not use primary lines, but 

provides no evidence. In fact, it appears that the DOD does not exclude the 

possibility that HECO's investment to serve these customers includes investment 

in primary lines ("HECO will own metering equipment and may own switches 

and a short service line to the customer. The investment would not include 

primary lines in the sense of the typical distribution network" Response to 

HECODOD-IR-3 12, subpart a). The proposed demand charge credit has no cost 

basis, but is simply a guess: "The one-half of the cost was established as a 

conservative initial value so as not to overstate the applicable credit." (Response 

to HECODOD-IR-312, subpart b). Further more, the Company does not agree 

that a subgroup within Schedule PP be created based on the length of the primary 

line used to serve customers. At an extreme, perhaps hundreds of subgroups 

could be created based on different customer attributes. However, creating such 

subgroups reduces rate simplicity and calls into question the fairness of its 

establishment. The DOD's proposal for a separate adderlcredit to the Schedule PP 

demand charge should be rejected. 
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The embedded cost-of-service study, the main basis of HECO's proposed 

rates, uses the embedded cost-of-service study methodology that has been used, 

found reasonable, and approved by the Commission in prior HECO, HELCO, and 

MECO rate cases. 

HECO recommends that the Commission continue to find HECO's 

classification of distribution plant costs as demand-related and customer-related 

and the Company's use of the minimum system method, consistent with NARUC 

cost allocation guidelines, as reasonable, and reject the CA's arguments. The CA 

has not presented any new arguments in this case. The Commission has found 

the Company's classification of distribution plant costs as demand-related and 

customer-related to be reasonable in previous rate cases. The Commission has 

also adopted the Company's use of the minimum system method as consistent 

with NARUC cost allocation guidelines in previous rate cases. 

HECO's classification of non-he1 production O&M costs as 100% demand- 

related is reasonable and should be accepted by the Commission. 

HECO recommends that the existing power factor adjustment base and 

power factor adjustment clauses in Schedules J, PS, PP, PT, and U be maintained. 

The Company recommends that Schedule H be maintained in its present 

form until overall revisions to the rate can be proposed in HECO's next rate case 

that will address the issues of on-site inspection costs and the applicability of 

billing demand exclusions for specific equipment. 

The DOD's proposal to re-allocate revenue between Schedules PS, PP, and 

PT such that all three classes earn the same rate of return is inconsistent with 

reducing interclass subsidies and is self-sewing. 

The DOD's proposal for a separate adderlcredit to the Schedule PP demand 
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charge has no cost basis and should be rejected. 

HECO proposes a revenue allocation to classes that aligns class revenues 

closer to the class cost-of-service. HECO's proposal is based on revenue 

allocation guidelines that have been approved by the Commission in the past. 

HECO asks that the proposed revenue allocation based on the HECO guidelines 

be approved. 

The Company's proposed rate design moves to align more closely customer 

charges with customer costs, demand charges with demand costs, and energy 

charges with energy costs. The Company recommends that the Commission adopt 

the Company's proposed rate design. 

Does this conclude your testimony? 

Yes, this concludes my direct testimony. 



HAWAIIAN ELECTRIC COMPANY. INC. 
DOCKET NO. 04-01 13, TEST-YEAR 2005 

SUMMARY OF CLASS REVENUE REQUIREMENTS AND CLASS RATES OF RETURN 
ATPRESENTRATESANDATPROPOSEDRATES 

Present Rates Proposed Rates Proposed Increase 
Rate Class Sales Revenues Rate of Return ROR index Sales pevenues Rate of Return ROR index Amount Percant 

($000~) (%) (%) ($000~) (%) (%) ($000~) (%) 

Schedule R $379.853.7 3.46% 61.54% $404.126.4 6.39% 72.37% $24.272.7 6.39% 

Schedule G $71,429.0 7.27% 129.15% $74.969.6 9.55% 108.15% $3.540.6 4.96% 

Schedule J $311.441.9 8.10% 143.86% $323,401.3 10.87% 123.10% $1 1.959.4 3.84% 

Schedule H $8,424.0 4.92% 87.45% $8.962.3 8.49% 96.15% $538.3 6.39% 

Schedule PS $124,046.2 6.02% 107.06% $1 30.194.9 10.02% 113.48% $6.148.7 4.96% 

Schedule PP $293.533.4 6.76% 120.05% $308.083.3 11.21% 126.95% $14,549.9 4.96% 

Schedule PT $23,101.4 12.67% 225.03% $23,988.5 17.44% 197.51% $887.1 3.84% 

Schedule F $6,437.2 1.03% 18.31% $6.848.5 4.39% 49.72% $411.3 6.39% 

Total Sales Revenues $1.218.266.8 $1.280.574.8 $62.308.0 5.11% 

Other Operating Revenues $3,334.9 $4,062.3 $727.4 21.81% 

Total Revenues $1.221.601.7 5.63% 100.00% $1.284.637.1 8.83% 100.00% $63.035.4 5.16% 
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PAGE 1 OF 1 

HAWAIIAN ELECTRIC COMPANY, INC. 
DOCKET NO. 04-01 13, TEST-YEAR 2005 

SUMMARY OF CLASS RATES OF RETURN ON RATE BASE AT PRESENT RATES 

Total Operating Total Operating Total Operating Return on - 
Rate Class Revenues Expenses ln&me - Rate base Rate Base 

($000~) ($OOOs) (%Ws)  (mas) t%) 

Schedule R 

Schedule G 

Schedule J 

Schedule H 

Schedule PS 

Schedule PP 

Schedule PT 

Schedule F 

TOTAL 

Print Date BIU2M5 
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HAWAIIAN ELECTRIC COMPANY, INC. 
WCKET NO. 04-01 13, TEST-YEAR 2005 

SUMMARY OF CLASS RATES OF RETURN ON RATE BASE AT PROPOSED RATES 

Total Operating Total Operating Total Operating Return on 
Rate Class Revenues Expenses Income Rate base Rate Base 

($000~) ($000~) ($000~) {$OOOS) (%) 

Schedule R 

Schedule G 

Schedule J 

Schedule H 

Schedule PS 

Schedule PP 

Schedule PT 

Schedule F 

TOTAL 
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DOCKET NO. 04-01 13 
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HAWAIIAN ELECTRIC COMPANY. INC. 
DOCKET NO. 04-01 13. TEST-YEAR 2005 

PROPOSED ALLOCATION OF RATE INCREASE BY RATE CCASS 

Sales Revenues at Sales Revenues at 
Rate Class Present R a t s  Proposed Rates PROPOSED INCREASE 

( s m s )  6000s) ($000~) % Increase % of Total 

Schedule R $379.853.7 $404.126.4 $24,272.7 6.39% 38.96% 

Schedule G $71,429.0 $74,969.6 $3.520.6 4.96% 5.68% 

Schedule J $311.441.9 $323.401.3 $1 1.959.4 3.84% 19.19% 

Schedule H $8.424.0 $8,962.3 $538.3 6.39% 0.86% 

Schedule PS $124.046.2 $130,194.9 $6,148.7 4.96% 9.87% 

Schedule PP $293.533.4 $308.083.3 $14.549.9 4.96% 23.35% 

Schedule PT $23.101.4 $23.988.5 $887.1 3.84% 1.42% 

Schedule F $6,437.2 $6.848.5 $411.3 6.39% 0.66% 

Total Sales Revenues $1.218.266.8 $1.280.574.8 $62.308.0 5.11% 99.99% 

Other Operating Revenues $3,334.9 $4,062.3 $727.4 21.81% 

-- 
Total Revenues $1.221.601.7 $1.284.637.1 $63.035.4 5.16% 
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HAWAIIAN ELECTRIC COMPANY, INC. 
DOCKET NO. 04-0113. TEST-YEAR 2005 

ALLOCATION OF RATE INCREASE BASED ON EQUAL CLASS ROR 

Sales Revenues at Rev Requirements 
Rate Class Present Rates at Equal ROR REVENUEINCREASE CLASS RATES OF RETURN 

At Present - - -  

($000~) ($000~) ($000~) % Increase %of Total Rates At Equal ROR 
(%) (%I 

Schedule R 

Schedule G 

Schedule J 

Schedule H 

schedule PS 

Schedule PP 

Schedule PT 

Schedule F 

Total Sales Revenues 

Other Operaing Revenues 

TOTAL SYSTEM 
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HAWAIIAN ELECTRIC COMPANY, INC. 
DOCKET NO. 04-0113, TEST-YEAR 2W5 

COMPARISON OF CLASS REVENUE REQUIREMENTS AT PRESENT RATES. AT PROPOSED RATES 
AND AT EQUAL RATES OF RETURN 

CLASS RATES OF RETURN 

Sales Revenues at Sales Revenues at Sales Revenues at At Present At Proposed At Equal 
Rate Class Present Rates Proposed Rates Equal ROR Rates Rates ROR 

($000~) ($0005) ($000~) (%I (%I (%I 

Schedule R 5379.853.7 $404.126.4 5424.614.8 3.46% 6.39% 8.83% 

Schedule G $71,429.0 $74.969.6 573.838.8 7.27% 9.55% 8.83% 

Schedule J 5311.441.9 $323.401.3 5314.613.4 8.10% 10.87% 8.83% 

Schedule H 58.424.0 $8,952.3 59.012.6 4.92% 8.49% 8.83% 

Schedule PS $124,046.2 $130,194.9 5128.376.5 6.02% 10.02% 8.83% 

Schedule PP $293,533.4 5308,083.3 5300.358.5 6.76% 11.21% 8.83% 

Schedule PT 523.101.4 $23.988.5 $22,375.3 12.67% 17.44% 8.84% 

Schedule F 56,437.2 $6.848.5 $7.383.8 1.03% 4.39% 8.83% 

rota1 Sales Revenues $1.218.266.8 51,280.574.8 ' $1.280.573.7 ' 

Other Operating Revenues 53.334.9 $4,062.3 $4.062.3 
5.63% 8.83% 8.83% 

TOTAL SYSTEM $1,221,601.7 51.284.637.1 ' 51,284,636.0 ' 

' The totals may not exactly equal due to rounding. 



HECO-R-2207 
DOCKET NO. 04-01 13 
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Rate Class 

Schedule R 

Schedule G 

ScJWuIe J 

Sbledvle H 

Schedule PS 

Schedule PP 

Schedule PT 

Schedule F 

TOTAL 

PERCENTOFTOTAL 

HAWAIIAN ELECTRIC COMPANY, INC. 
DOCKET NO. W-0113. TEST-YEAR 2035 

SUMMARY OF COST COMPONENTS BY RATE CLASS AT PROPOSED FATES 

COST COMPONENTS AT PROPOSED RATES 
DEMAND COSTS ENERGY COSTS CUSTOMER COSTS TOTAL COSTS 

(laoasl 1%) (WOsI 1%) 1 ~ 0 5 1  (961 I W O S )  1%) 
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HAWAIIAN ELECTRIC COMPANY, INC. 
DOCKET NO. 04-01 13, TEST-YEAR 2005 

SUMMARY OF UNIT COST COMPONENTS BY RATE CLASS AT PROPOSED RATES 

Unit Cost Components At Proposed Rates 
Unit Demand Unit Energy Unit Customer 

Rate Class Cost Cost Cost Total Unit Cost 
($/kW/mo.) ($/kwh) ($ICustomerimo.) ($/kwh) 

Schedule R 

Schedule G 

Schedule J 

Schedule H 

Schedule PS 

..iedule PP 

Schedule PT 

Schedule F 

TOTAL 

PricingiEs:9-2004 
HECO RT-22 REBUTTAL EXHIBlTS.XLS 

Print Date: 81412005 
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hAMA1.W ELECTRC CCMPAhY I\C 
DOCI(ET NO 000113. TEST-YEAR 2 W 5  

SUMMARY OF COST COMPONENTS BY RATE C M S  AT EQUAL ROR 

COST COMPONENTS AT PROPOSED RATES 
Rate Class DEMAND COSTS ENEROYCOSTS CUSTOMER COSTS TOTAL COSTS 

(loOas1 (%) (looaS) (%) (WOsl (%) (Iworl (%I 

SSheduIe R 

SShedule G 

Schedule J 

Schedule H 

Scnedvle PS 

SShedvie PP 

SShedule m 

Schedule F 

TOTAL 

PERCENTOFTOTAL 
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HAWAIIAN ELECTRIC COMPANY. INC. 
DOCKET NO. 04-01 13, TEST-YEAR 2005 

SUMMARY OF UNIT COST COMPONENTS BY RATE CLASS AT EQUAL ROR 

Unit Cost Components At Equalized Rates of Return 
Unit Demand Unit Energy Unit Customer .. 

Rate Class Cost Cost Cost Total Unit Cost 
($lkWlmo.) (#/kwh) ($/Customer/mo.) (#/kwh) 

Schedule R 

Schedule G 

Schedule J 

Schedule H 

Schedule PS 

.-hedule PP 

Schedule PT 

Schedule F 

TOTAL 



HAWAIIAN ELECTRIC COMPANY. INC. 
DOCKET NO 04-0113. TEST.YEAR 2005 
SUMMARY OF ALLOCATION FACTORS 

ALLOCATION BASIS Schedule R Schedule G Schedule J Schedule H Schedule PS Schedule PP Schedule PT Schedule F 
Demand Allocation Facton: 
Averag~-Excas~ Demand D l  33.22% 5.62% 25.56% 0.72% 9.86% 22.51% 1 .70°h 0.81% 
Class Peak Demand 02 34.81% 5.85% 25.93% 0.74% 9.77% 22.01% 0.89% 
Composite NCD 03 50 23% 6.98% 25.06% 0.79% 9.75% 7.07% 0.13% 

Energy Ailmalion Factors: 
Gross Input E l  27.74% 4.86% 25.83% 0.89% 11.18% 27.05% 2.15% 0.51% 

Cuslomer Allocation Factors: 
Primary Lines C1 
Secondary Lines C2 
Tran~fomer~ C3 
S0~ices C4 
Meter C5 
Cust Am1 Fcl C8 
Bad Debt C7 
Cust Serv Fct C8 
Avg Cust C10 

Total 

PricinglEsll-8.04 
HECO~RT-22_REBUTrAL_EXHlBlTS XLS 
HECO-R-2211 
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HAWAIIAN ELECTRIC COMPANY, MC. 
TEST YEAR 2005 DOCKET NO. 04-01 133 

COMPARISON OF CLASS REVENUES AND CLASS RATES OF RETURN 
AT PRESENT RATES 

DIRECT TESTIMONY REBU'ITAL TESTIMONY 
Sales Sales 

Revenue Class Rateof Revenue Class Rate of 
s t  Rate of Return @Present Rate of Return ., - 

Rate Class Rates Return Index Rates Return Index 
($000~) (%) (%I ($000~) (%I 

R 

G 

J 

H 

PS 

PP 

PT 

F 

Total Sales Rev. 

Other Oper. Rev. $3,075.0 

Total Revenues 5997,107.1 4.04% 100% 

Source: HECO-2201; HECO-R-2201 



HECO-R-2213 
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HAWAIIAN ELECTRIC COMPANY, INC. 
TEST YEAR 2005 DOCKET NO. 04-01 133 

COMPARISON OF CLASS REVENUES AND CLASS RATES OF RETURN 
AT PROPOSED RATES 

DIRECT TESTIMONY REBUTTAL TESTIMONY 
Sales Sales 

Revenue Class Rateof Revenue Class Rate of 
iaPmoosed Rateof Return hPmoosed Rate of Return - .  - .  

Rate Class Rates Return Index Rates Return Index 
($000~) (%) (%) ($000~) 1%) (%) 

R 5349,194.6 5.07% 56% 

G $66,678.5 11.49% 126% 

J 5280,140.5 13.07% 143% 

H $7,594.3 9.97% 109% 

PS $108,870.7 10.81% 119% 

PP $253,656.2 11.76% 129% 

PT $19.928.7 23.09% 253% 

F $5,819.6 5.69% 62% 

Total Sales Rev. $1,091,883.1 

Other Oper. Rev. $3,838.0 

Total Revenues $1,095,721 . I  9.11% 100% 

Source: HECO-2201; HECO-R-2201. 
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HAWAIIAN ELECTRIC COMPANY, INC. 
DOCKET NO. 04-01 13, TEST-YEAR 2005 

MARGINAL COST STUDY 

MARGINAL ENERGY COSTS BY TIME-OF-USE RATING PERIOD 

YEAR Priority Peak Mid-Peak ORPeak TOTAL 
(A) (B) (C) @) 

Transmission Voltage Service (WW) 
2005 11.16 11.09 1024 10.64 

Primary Voitage Service (W/kWh) 
2005 11.56 1 1.49 10.61 11.02 

Semndary Voltatage Service (YkW) 
2005 11.69 11.62 10.73 11.14 
2006 11.77 11.72 10.76 11.21 
2007 11.64 11.56 10.85 11.08 
2008 11.53 11.44 10.58 10.99 
2009 11.54 11.48 10.56 10.99 

Average 11.63 11.56 10.66 11.08 
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HAWAIIAN ELECTRIC COMPANY, INC. 
DOCKET NO. 04-01 13. TEST-YEAR 2005 

COMPARISON BETWEEN UNlT EMBEDDED COSTS' AND UNlT MARGINAL COSTS BY FUNCTION 

Unit Embedded 
Cost Components Costs At Equal ROR Unit Marginal Cost 

Demand Costs: ($ikW/mo.) ($lkWlmo.) 
Production $10.00 $12.67 

Transmission $2.1 1 $4.29 
Distribution $2.48 $4.23 

TOTAL $14.59 $21.19 

Enerav Costs: (#/kwh) 
Priority Peak 11.63 

Mid-Peak 1 1.56 
Off-Peak 
TOTAL 

Customer Costs: ($ICustomerlmo.) ($ICustomerlmo.) 
Schedule R $21.90 $10.33 
Schedule G 
Schedule J 
Schedule H 

Schedule PS 
Schedule PP 
Schedule PT 
Schedule F $27.38 

TOTAL SYSTEM $26.25 

' At proposed rates. 
Average for 2005-2009. 

Print Date: 81412~5 
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HAWAIIAN ELECTRIC COMPANY, INC. 
Docket No. 04-01 13. Test-Year 2005 REBUTTAL TESTIMONY 

SCHEDULE R - RESIDENTIAL SERVICE 

ESTIMATE OF TEST YEAR REVENUES 

PRESENT RATES PROPOSED RATES 

BILLING REVENUES REVENUES 
UNITS - UNIT PRICE EQQ@ UNIT PRICE $1000S 

ENERGY CHARGE: 

NON-FUEL ENERGY CHARGE 
BASE FUEL ENERGY CHARGE 

SUBTOTAL 

CUSTOMER CHARGE: 

1 PHASE CHARGE 
3 PHASE CHARGE 

SUBTOTAL 

ADJUSTMENTS: 

SCHEDULE E ADJ -- ~ 

MINIMUM BILL ADJ. - 1 PHASE 
MINIMUM BlLL ADJ. - 3 PHASE 
RESIDENTIAL TOU 
APARTMENT HOUSE: 

SUBTOTAL 

TOTAL BASE RNENUE 

BlLL ADJUSTMENTS: 

FUEL OIL ADJUSTMENT: 
RATE ADJUSTMENT (AES REFUND): 

TOTAL REVENUES 
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HAWAIIAN ELECTRIC COMPANY. INC. 
Docket No. 04-0113, Test-Year 2005 

SCHEDULE G -GENERAL SERVICE NON-DEMAND 

ESTIMATE OF TEST YEAR REVENUES 

PRESEKT PATES PROPOSED RATES 

BILLING REVENUES 
UNIT PRICE $10005 UNIT PRICE 

REVENUES 
SlooDS 

CUSTOMER CHARGE: BlLLs a 
1 PHASE - Regular 193,448 20.00 $3.869.0 35.00 $6.770.7 
3 PHASE - Regular 114.100 45.00 $5.134.5 60.00 $6.846.0 

SUBTOTAL 307.548 $9.003.5 $13.616.7 

ENERGY CHARGE: IMWH) m $&f& 

G: Regular NON-DEMAND 377.500 11.1570 $42.117.7 16.2616 

Total 377.500 $42.117.7 

BASE REVENUE ADJUSTMENTS: 

DP VOLTAGE ADJUSTMENT 
DS VOLTAGE ADJUSTMENT 
MINIMUM BILL ADJUSTMENT 
SCHEDULE E ADJUSTMENT 
TOUC ADJUSTMENT 

SUBTOTAL 

TOTAL BASE RNENUE 

FUEL OIL ADJUSTMEKT: 
RATE ADJUSTMENT (AES REFUND): 

TOTAL REVENUES 

Rate - Rate - 
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HAWAIIAN ELECTRIC COMPANY. INC. 
Docket No. 04.0113. Test-Year 2005 

Schedule J -General SeNiCe Demand 

Estimate of Tesf Year Revenues 

PRESENT RATES PROPOSED RATES 

BILLING REVENUES BILLING REVENUES 
UNITS UNIT PRICE $Oms UNITS UNIT PRICE SOWS 

ENERGY CHARGE: (MWH) $LkEtL (MWH) dkWh 

TOTAL 2,013.000 $163.403.6 2,013.WO $263,590.0 

DEMAND CHARGE: Pi Wt! - kW &?.xi 
ALL BILLING KW 6,471.648 5.75 $37,212.0 6,741.296 8.50 $57.301.0 

CUSTOMER CHARGE: - BILLS Slmonth BUS $&Q@ 

1 PHASE 
3 ? W E  

SUBTOTAL 80.160 S4.643.9 80.160 $5.478.7 

ADJUSTMENTS: 

POWER FACTOR ADJ. 
TPVOLT ADJ. 
TS VOLT. ADJ. 
DP VOLT. ADJ. 
DS VOLT. ADJ. 
NETWORK ADJ. 
Schedule E Adjustment 
Schedule J - TOU Mjustment 
SUBTOTAL 

RATE RIDER & OTHER REVENUE ADJ 

Tdal Rate Rider & Other Revenue Adjustments 

Total Base Revenue 

Fuel Oil Adjustment @kwh 
Rate Adjustment (AES Refund) 70 

TOTAL REVENUE 
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HAWAIIAN ELECTRIC COMPANY, INC. 
Docket No. W113. Test-Year 2005 

SCHEDULE H - COMMERCIALCOOKIW. HEATING. AIR 
CONDlTiONlNG AND REFRIGEWlilON SERVICE 

ESTIMATE OF TEST YEARREVENUES 

PRESENT RATES PROPOSED RATES 

BILLING REVENUES 
UNliS UNIT PRICE -$&?.@ UNIT PRICE 

REVENUES 
%1wos 

-yy j  

ENERGY CHARGE: 53.400 7.7422 

kW - -$lKyy. 

OFMAND CHARGE: 106.419 9.00 

CUSTOMER CHARGE: BlLls f,month 

1 PHASE 3.989 
3 PHASE 8.515 

SUBTOTAL 12,504 

SCHEDULE E ADJUSTMENT 

$5.555.1 

Rate - Rate - 
5.414 #KWH $2.891.1 w n  
(0.400) (%I ($22.2) (%) 

$8.424.0 

$0.0 

$8.424.0 

TOTAL BASE REVENUE 

ADJUSTMENTS 

FUEL OIL ADJUSTMENT: 
RATE ADJUSTMENT (AES REFUND): 

UNADJUSTEDTOTALREVENUE 

RIDER ADJUSTMENTS 

TOTAL REVENUES 
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HAWAIIAN ELECTR C COMPANY. INC 
SCHEDULE PS - LARGE POWER SECONDARY VOLTAGE SERVICE 

DOCKET NO. 0441 13 TEST-YEAR: 2005 

ESTIMATE OF TEST YEAR REVENUES 

PRESENT RATES PROPOSED RATES 

BILLING REVENUES 
rn UNIT PRICE %1000S 

REYENUES 
UNITPRICE -$JQQ@ 

ENERGY CHARGE: 

0 - 200 K W W  
201 - 400 KWWKW 

z 400 K W K W  

SUBTOTAL 

DEMAND CHARGE: 

SUBTOTAL 

BILLS - %/month 

CUSTOMER CHARGE: 

ADJUSTMENTS: 

POWER FACTOR ADJ 
NETWORK ADJ. 

Schedule E Adjustment 

SUBTOTAL 

UNADJUSTED BASE REVENUE 

RATE RIDER 8 OTHER REVENUE ADJ 

Total Rate Rider 8 Other Revenue Adjustments 

TOTALBASEREVENUE 

Fuel Oil Adjustment #lkWh 
Rate Adjustment (AES Refund) Sb 

TOTALRNENUE 
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DOCKET NO. 04-01 13 
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ENERGY CHARGE: 

0 - 200 K W W  
201 - 400 KWHIKW 

> 400 KWHIKW 

SUBTOTAL 

SUBTOTAL 

CUSTOMER CHARGE: 

HAWAIIAN ELECTRIC COMPANY, INC. 
SCHEDULE PP - LARGE POWER PRIMARY VOLTAGE SERVICE 

DOCKET NO. 04.0113 TEST-YEAR: 2005 

ESTIMATE OF TEST YEAR REVENUES 

PRESENT RATES PROPOSED RATES 

BILLING REVENUES RNENUES 
UNIT PRICE %10005 UNIT PRICE %10005 

POWER FACTOR ADJ. ($1,790.6) ($3.122.8) 
SECONDARY METERING ADJ. 22,522 0.1081 $24.3 0.2168 $48.8 
Schedule E Adjustment $g! 1$173.8) 

SUBTOTAL ($1.766.3) ($3.247.8) 

UNADJUSTEDBASEREVENUE $177.934.7 $309.825.4 

RATE RIDER & OTHER RNENUE ADJ. 

RIDER M (6) 
RlnFR I . .. - -. . . 
MULTIPLE RIDERS 
RULE 4 CUP CONTRACTS ADJ. 

Total Rate Rider & Other Revenue Adjustments ($1,098.1) ($1,742.2) 

Total Base Revenue $176.836.6 $308.083.2 

Fuel Oil Adjustment #/kwh 5.414 $117.404.1 $0.0 
Rate Adjustment (AES Refund) % -0.400% ($707.3) $0.0 

TOTAL REVENUE $293.533.4 $308.083.2 
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HAWAIIAN ELECTRIC COMPANY. INC. 
SCHEDULE PT -LARGE POWER TRANSMISSION VOLTAGE SERVICE 

DOCKET NO. 040113 TEST-YEAR: 2005 

ESTIMATE OF TEST-YEAR REVENUES 

PRESENT RATES PROPOSED RATES 

BILLING REVENUES REVENUES 
UNIT PRICE $10005 UNIT PRICE 

(MWH) gkJg ?m@ ENERGY CHARGE: 

SUBTOTAL 

DEMAND CHARGE: 

SUBTOTAL 

BILLS - $Imonth S/month 

48 320.00 $15.4 400.00 $192 CUSTOMER CHARGE: 

ADJUSTMENTS: 

POWER FACTOR ADJ. 
SECONDARY METERING ADJ 

SUBTOTAL 

UNADJUSTED BASE REVENUE 

Fuel Oil Adjustment #kWH 
Rate Adjustment (AES Refund): % 

UNADJUSTED TOTAL REVENUE 

RATE RIDER B OTHER REVENUE ADJ 

RIDER M (0) 
RIDER I 
RlDER T 
MULTIPLE RIDERS 
RIDER EDR 
SCHEDULE CHP 

Total Rate Rider 8 Other Revenue Adjustments 

TOTAL REVENUES 
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HAWAIIAN ELECTRIC COMPANY. INC. 
Docket No. 04-01 13, Test-Year 2005 

SCHEDULE F - PUBLIC STREET LIGHTING SERVICE 
HIGHWAY LIGHTING. 8 PARK 8 PLAYGROUND FLOODLIGHTING 

ESTIMATE OF TEST-YEAR REVENUES 

PRESENT RATES PROPOSED RATES 

BILLING REVENUES REVENUES 
UNIT PRICE UNIT PRICE %1ooo5 

CUSTOMER CHARGE: - Bills %/month 

Customers 4.872 0.00 

ENERGY CHARGE: - MWH dlkWh 

SUBTOTAL 40.300 $4.258.4 $6.741.3 

ADJUSTMENTS: 

MINIMUM BILL 
SCHEDULE E ADJUSTMEM 
SECONDARY METERING ADJUSTMENl 

SUBTOTAL 

UNADJUSTED BASE REVENUE: 

FUEL OIL ADJUSTMENT: 
RATE ADJUSTMENT (AES REFUND): 

UNADJUSTED TOTAL RWENUE 

RIDER ADJUSTMENTS 

TOTAL REVENUES 
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Superseding Revised Sheet No. 50 REVISED SHEET No. 50 
Effective January 1, 2005 Effective 

RATE SCHEDULES 

The following listed sheets contain all rates in effect on and 
after the date indicated thereon subject to the Rules and Regulations 
of the Company applicable thereto: 

Sheet Schedule Date Effective Character of Service 

(PAGE 50.1 - NOT ASSIGNED) 

Residential Service 
Residential Service 

General Service Non-Demand 
General Service Non-Demand 

General Service Demand 
General Service Demand 
General Service Demand 
General Service Demand 

Commercial Cooking, 
Heating, Air Conditioning 
& Refrigeration Service 
Commercial Cooking, 
Heating, Air Conditioning 
& Refrigeration Service 

Large Power Secondary 
Voltage Service 
Large Power Secondary 
Voltage Service 
Large Power Secondary 
Voltage Service 

Large Power Primary 
Voltage Service 
Large Power Primary 
Voltage Service 
Large Power Primary 
Voltage Service 

Large Power Transmission 
Voltage Service 
Large Power Transmission 
Voltage Service 
Large Power Transmission 
Voltage Service 

HAWAIIAN ELECTRIC COMPANY, INC 
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Effective June 1, 2001 Effective 

RATE SCHEDULES - (continued) 

Sheet Schedule Date Effective Character of Service - 

Energy Cost 
Adjustment 
Clause 

Energy Cost 
Adjustment 
Clause 

Energy Cost 
Adjustment 
Clause 

Rider I 

Rider M 

Rider M 

Rider M 

Rider M 

Rider M 

Public Street Lighting, 
Highway Lighting, & Park 
& Playground Floodlighting 

Public Street Lighting, 
Highway Lighting, & Park 
& Playground Floodlighting 

Time-of-Use Service 
Time-of-Use Service 
Time-of-Use Service 

Electric Service for 
Employees 

All Schedules Except 
Schedule Q 

All Schedules Except 
Schedule Q 

All Schedules Except 
Schedule Q 

Interruptible Contract 
Service 

Off-Peak and Curtailable 
Service 
Off-Peak and Curtailable 
Service 
Off-Peak and Curtailable 
Service 
Off-Peak and Curtailable 
Service 
Off-Peak and Curtailable 
Service 

(PAGE 66 - NOT ASSIGNED) 

HAWAIIAN ELECTRIC COMPANY, INC. 

Docket No. 04-0113, D&O No. 



HECO-R-2224 
DOCKET NO. 04-01 13 
PAGE 3 OF 60 

Superseding Sheet No. 50B 
Effective June 1, 2005 

REVISED SHEET NO. SOB 
Effective 

RATE SCHEDULES (continued) 

Sheet Schedule Date Effective Character of Service 

6 7  Rider T 
6 7A Rider T 
6 7 B  Rider T 

68 IRP Cost 
Recovery 
Provision 

6 8A IRP Cost 
Recovery 
Provision 

8 2 Green 
Pricing 
Program 
Provision 

Time-of-Day Service 
Time-of-Day Service 
Time-of-Day Service 

All Schedules Except 
Schedule Q 

~ l l  Schedules Except 
Schedule Q 

82A Green 
Pricing 
Program 
Provision 

8 3 Schedule TOU-C 

8 4 Schedule TOU-C 

8 5 Schedule TOU-C 

8 5A Schedule TOU-C 

(PAGES 69-80 - NOT ASSIGNED) 

Purchases From 
Qualifying Facilities 
-100 kW or Less 

Purchases From 
Qualifying Facilities 
-100 kW or Less 

Purchases From 
Qualifying Facilities 
-100 kW or Less 

Green Pricing 

Green Pricing 

Commercial Time-of-Use 
Service 
Commercial Time-of-Use 
Service 
Commercial Time-of-Use 
Service 
Commercial Time-of-Use 
Service 

HAWAIIAN ELECTRIC COMPANY, INC 
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REVISED SHEET NO. 50C 
Effective 

RATE SCHEDULES (continued) 

Sheet Schedule Date Effective Character of Service 

86 Schedule TOU-R 

87 Schedule TOU-R 

88 Schedule TOU-R 

Residential 
Time-of-Use Service 
Residential 
Time-of-Use Service 
Residential 
~ime-of-Use Service 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Superseding Revised Sheet No. 51 
Effective January 1, 1997 

REVISED SHEET NO. 51 
Effective 

SCHEDULE R 

Residential Service 

Availability: 

Applicable to residential lighting, heating, cooking, air 
conditioning and power in a single family dwelling unit metered and 
billed separately by the Company. This Schedule does not apply where 
a residence and business are combined. 

Service will be delivered at secondary voltages as specified by 
the Company. 

Rate : 

CUSTOMER CHARGE: 

Single-Phase Service - per month 
Three-Phase Service - per month 

NON-FUEL ENERGY CHARGE (To be added to Customer Charge) 

All kWhr per month - per kWhr 8.4415 $/kWhr 

BASE FUEL/ENERGY CHARGE (To be added to Customer Charge 
and Non-Fuel Energy Charge) 

All kWhr per month - per kWhr 8.8903 C/kWhr 

Minimum Charge: 

Single-Phase Service - per month 
Three-Phase Service - per month 

Apartment House Collection Arrangement: 

Any apartment owner having three or more apartments at one 
location, each apartment being separately metered and billed on the 
above rate, may elect to accept a discount of ten percent (10%) of the 
amount of the total bills rendered for each apartment for each billing 
period, but not to exceed $5.00 per month for each apartment, upon 
entering into the following collection agreement with the Company 
under the following terms and conditions: 

HAWAIIAN ELECTRIC COMPANY, INC 
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Superseding Revised Sheet No. 51A 
Effective September 1, 1992 

REVISED SHEET NO. 51A 
Effective 

SCHEDULE R - (continued) 

1) All accounts shall be kept in the name of the apartment 
house owner who shall assume the responsibility for the 
prompt payment of all bills. 

2) ~ l l  accounts shall remain active at all times and, though 
vacant, shall be subject to the minimum charge. Individual 
apartments cannot be added or deleted from this agreement 
more often than once in twelve months. 

3) The Company will render individual bills for each apartment 
on a regular billing period basis and will also furnish a 
statement showing gross and net billings. 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost Adjustment 
Clause shall be added to the Customer and Energy Charges. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to the 
Customer and Energy Charges, and energy cost adjustment. 

Rules and Regulations: 

Service supplied under this rate shall be subject to the Rules 
and Regulations of the Company. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Superseding Revised Sheet No. 52 
Effective January 1, 1997 

REVISED SHEET NO. 52 
Effective 

SCHEDULE G 

General Service Non-Demand 

Availability: 

Applicable to general light and/or power loads less than or equal 
to 5000 kilowatthours per month, and less than or equal to 25 
kilowatts, and supplied through a single meter. 

If a customer's usage exceeds 5000 kilowatthours per month or in 
the opinion of the Company exceeds 25 kilowatt of demand three times 
in a twelve-month period, a demand meter will be installed and the 
customer's billing will be transferred to Schedule "J" beginning with 
the next convenient billing period. 

Service will be delivered at secondary voltages as specified by 
the Company, except where the nature or location of the customer's 
load makes delivery at secondary voltage impractical, the Company may, 
at its option, deliver the service at a nominal primary voltage as 
specified by the Company. Service supplied at primary voltage shall 
be subject to the special terms and conditions set forth below. 

Rate: 

CUSTOMER CHARGE: 

Single-Phase Service - per month $35.00/month 
Three-Phase Service - per month $60.00/month 

ENERGY CHARGE: (To be added to Customer Charge) 

All kWhr per month - per kWhr 16.2616 C/kWhr 

Minimum Charge: 

Single-Phase Service - per month $40.00/month 
Three-Phase Service - per month $60.00/month 

Primary Supply Voltage Service: 

Where, at the option of the Company, service is delivered and 
metered at the primary supply line voltage, the above energy charges 
will be decreased by 2.1%. When customers' transformers are adjacent 
to the delivery point, the Company may permit the customer to be 
metered at a single point on the secondary side of his transformers 
where such point is approved by the Company. When the energy is 
metered on the secondary side of the customers' transformers, the 
above energy charge will be decreased by 0.6%. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Superseding Revised Sheet No. 53 REVISED SHEET NO. 53 
Effective September 1, 1992 Effective 

SCHEDULE G - (continued) 

Primary Supply Voltage Service - continued: 

The Primary Supply Voltage Service will be closed to new 
customers after , 2005. 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost Adjustment 
Clause shall be added to the Customer and Energy Charges. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to the 
Customer and Energy Charges, and energy cost adjustment. 

Rules and Regulations: 

Service supplied under this rate shall be subject to the Rules 
and Regulations of the Company. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Superseding Revised Sheet No. 54 
Effective January 1, 1997 

REVISED SHEET NO. 54 
Effective 

SCHEDULE J 

General Service Demand 

Availability: 

Applicable to general light and/or power loads which exceed 5000 
kilowatthours per month three times within a twelve-month period, or 
25 kilowatts but less than 300 kilowatts per month, and supplied 
through a single meter. 

Rate: 

CUSTOMER CHARGE: 

Single-Phase Service - per month 
Three-Phase Service - per month 

DEMAND CHARGE - (To be added to Customer Charge) 

All kW of billing demand - per kW per month $8.50/kW 

ENERGY CHARGE: (To be added to Customer and Demand Charges) 

First 200 kWhr/month/kW of billing demand - per kWhr 13.6400C/kWhr 
Next 200 kWhr/month/kW of billing demand - per kWhr 12.4919C/kWhr 
All over 400 kWhr/month/kW of billing demand - per kWhr 11.4629C/kWhr 

Minimum Charge: 

The minimum monthly charge shall be the sum of the Customer and 
the Demand Charges. The Demand Charge shall be computed with the 
above demand charge applied to kilowatts of demand, but not less than 
$212.50 per month. The kilowatts of demand for the minimum charge 
calculation each month shall be the highest of the maximum demand for 
the month, the greatest maximum demand of the preceding eleven months 
or 25 kW. 

Determination of Demand: 

The maximum demand for each month shall be the maximum average 
load in kW during any fifteen-minute period as indicated by a demand 
meter. The billing demand for each month shall be the highest of the 
maximum demand for such month. or the mean of maximum demand for the 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Superseding Revised Sheet No. 54A REVISED SHEET NO. 54A 
Effective January 1, 1996 Effective 

SCHEDULE J - (continued) 

Determination of Demand - Continued 

current month and the greatest maximum demand for the preceding eleven 
(11) months, whichever is the higher, but not less than 25 kW. 

This Schedule is closed to new customers with kW demand equal to 
or greater than 300 kW after , 2005. Existing customers with 
maximum measured kW demand equal to, or greater than 300 kW per month 
may continue to receive sewice under this Schedule, until the 
customer transfers to other applicable rate schedule. 

Power Factor: 

The above demand and energy charges are based upon an 
average monthly power factor of 85%. For customers with maximum 
measured demands in excess of 200 kilowatts per month for one 
time within a twelve-month period, the following power factor 
adjustment will apply for all succeeding billing periods. 

For each 1% the average power factor is above or below 85%, 
the energy and demand charges as computed under the above rates 
shall be decreased or increased, respectively, by 0.10%. The 
power factor will be computed to the nearest whole percent. 

In no case, however, shall the power factor be taken as more 
than 100% for the purpose of computing the adjustment. 

The average monthly power factor will be determined from the 
readings of a kwh meter and a Kvarh meter. The Kvarh meter shall 
be ratcheted to prevent reversal in the event the power factor is 
leading at any time. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Effective September 1, 1992 Effective 

SCHEDULE " J" (continued) 

Supply Voltage Delivery: 

If the customer takes delivery at the Company's supply line 
voltage, the demand and energy charges will be decreased as 
follows : 

Transmission voltage supplied without further transformation 3.0% 
Distribution voltage supplied without further transformation 2.1% 

Metering will normally be at the delivery voltage. When 
customer's transformers are adjacent to the delivery point, the 
customer may elect to be metered at a single point on the 
secondary side of his transformers where such point is approved 
by the Company. When the energy is metered on the secondary side 
of the customer's transformers, the above decreases will be 2.4% 
and 0.6%, respectively. 

NETWORK SERVICE ADJUSTMENT: 

Because of the inherent operating conditions in the downtown 
area supplied from the Company's underground network system, the 
Company will deliver and meter the service to customers in this 
area at 120/208Y or 277/480Y volts. The demand and energy 
charges will be increased by 0.9%. 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost 
Adjustment Clause shall be added to the Customer, Demand, and 
Energy Charges, Supply Voltage Delivery Adjustment, Power Factor 
Adjustment, and Network Service Adjustment. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to 
the Customer, Demand, and Energy Charges, Supply Voltage Delivery 
Adjustment, Power Factor Adjustment, Network Service Adjustment, 
and energy cost adjustment. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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REVISED SHEET NO. 54C 
Effective 

SCHEDULE J - (continued) 

Term of Contract: 

Not less than five years beginning from the service start 
date. If service is terminated before the end of the initial 
contract term, the customer shall be charged a termination fee 
equal to the total connection costs incurred by the Company to 
serve the customer less customer advance and/or contribution paid 
by the customer. 

Rules and Regulations: 

Service supplied under this rate shall be subject to the 
Rules and Regulations of the Company. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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REVISED SHEET NO. 55 
Effective 

SCHEDULE "H"  

Commercial Cooking, Heating 
Air Conditioning and Refrigeration Service 

Availability: 

Applicable to commercial cooking, heating (including heat pump 
waterheaters), air conditioning and refrigeration service. This 
schedule applies only where the voltage supplied by the Company is 
less than 600 volts. 

Rate : 

CUSTOMER CHARGE: 
Single phase service - per month $25.00 
Three phase service - per month $60.00 

DEMAND CHARGE: (To be added to Customer Charge) 

$9.00 per kw per month of required kw load, but in no case 
less than $9.00 per month. 

ENERGY CHARGE: (To be added to Customer and Demand 
Charges) 

All kwhr per month - per kwhr 13.8583 C/kWhr 

Minimum Charge: 

The minimum monthly charge shall be the sum of Customer and 
Demand Charges. 

Determination of Required kw load: 

The required kw load for billing purposes shall be: 

A. The sum of: 

1) The total connected motor load; 
2 )  50% of the connected heating load, exclusive of cooking 

and all-electric resistance and heat pump waterheating; . . - 

and 
3) the connected all-electric waterheating load in excess 

of one-sixth kilowatt per gallon of storage capacity; or 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Superseding Revised Sheet No. 56 
Effective September 1, 1992 

REVISED SHEET NO. 56 
Effective 

SCHEDULE "H" (continued) 

B. When the load is 25 KW or more the demand may be determined 
by measured demand. The maximum demand for each month shall 
be the maximum average load during any fifteen-minute period 
as indicated by a demand meter. The demand for each month 
shall be the maximum demand for such month, the highest 
demand in the preceding eleven months, or 25 KW, whichever is 
highest. Measured demand service under this schedule will be 
referred to as Schedule "Kt' service. The Schedule K service 
will be closed to new customers after August 31, 1992. 

The required kw load will be determined to the nearest one-tenth 
kw. 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost Adjustment 
Clause shall be added to the Customer, Demand, and Energy Charges. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to the 
Customer, Demand, and Energy Charges, and energy cost adjustment. 

Rules and Regulations: 

Service supplied under this rate shall be subject to the Rules and 
Regulations of the Company. 

Term of Contract: 

Not less than one year 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Effective June 1, 2001 

REVISED SHEET NO. 57 
Effective 

SCHEDULE PS 

LARGE POWER SECONDARY VOLTAGE SERVICE 

AVAILABILITY: 

Applicable to large light and/or power loads equal or greater than 
300 kilowatts, supplied and metered at a single voltage and delivery 
point. Service under this Schedule shall be delivered at a secondary 
voltage specified by the Company. 

RATES : 

CUSTOMER CHARGE - $ per customer per month: $35O.OO/month 

DEMAND CHARGE - $ per kW of billing demand: 
First 500 kW of billing demand - per kW 
Next 1000 kW of billing demand - per kW 
Over 1500 kW of billing demand - per kW 

ENERGY CHARGE - C per kwh: 
First 200 kWh/month/kW of billing demand - per kWhr 11.9578C/kWhr 
Next 200 kWh/month/kW of billing demand - per kWhr 11.1595C/kWhr 
Over 400 kWh/month/kW of billing demand - per kWhr 10.8503C/kWhr 

NETWORK SERVICE ADJUSTMENT: 

Because of the inherent operating conditions in the downtown area 
supplied from the Company's underground network system, the Company 
will deliver and meter the service to customers in this area at 
120/208Y or 277/480Y volts. The demand and energy charges will be 
increased by 0.9%. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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SCHEDULE PS - (continued) 

MINIMUM CHARGE: 

The minimum monthly charge shall be the sum of the Customer and 
Demand charges. The Demand Charge shall be computed with the above 
demand charge applied to kilowatts of demand. The kilowatts of demand 
for the minimum charge calculation each month shall be the highest of 
the maximum demand for the month, the greatest maximum demand for the 
preceding eleven months, or 300 kW. 

DETERMINATION OF DEMAND: 

The maximum demand for each month shall be the maximum average 
load in kW during any fifteen-minute period as indicated by a demand 
meter. The billing demand for each month shall be the highest of the 
maximum demand for such month, or the mean of maximum demand for the 
current month and the greatest maximum demand for the preceding eleven 
(11) months, whichever is the higher, but not less than 300 kW. 

Power Factor: 

The above demand and energy charges are based upon an average 
monthly power factor of 85%. For each 1% the average power factor is 
above or below 85%, the monthly energy and demand charges as computed 
above, shall be decreased or increased, respectively, by 0.10%. The 
power factor will be computed to the nearest whole percent. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Schedule PS - (continued) 

Power Factor - continued 

In no case, however, shall the power factor be taken as more than 
100% for the purpose of computing the adjustment. 

The average monthly power factor will be determined from the 
readings of a kWhr and Kvarh meter. The Kvarh meter shall be ratcheted 
to prevent reversal in the event the power factor is leading at any 
time. 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost Adjustment 
Clause shall be added to the Customer, Demand, and Energy charges, 
Network Service adjustment, and Power Factor adjustment. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to the 
Customer, Demand, and Energy charges, Network Service adjustment, Power 
Factor adjustment, and energy cost adjustment. 

TERM OF CONTRACT: 

Not less than five years beginning from the service start date. 
If service is terminated before the end of the contract term, the 
customer shall be charged a termination fee equal to the total 
connection costs incurred by the Company to serve the customer less 
customer advance and/or contribution paid by the customer. 

RULES AND REGULATIONS: 

Service supplied under this rate schedule shall be subject to the 
Rules and Regulations of the Company. 

HAWAIIAN ELECTRIC COMPANY, INC 
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Effective 

SCHEDULE PP 

LARGE POWER PRIMARY VOLTAGE SERVICE 

AVAILABILITY: 

Applicable to large light and/or power loads equal or greater than 
300 kilowatts, supplied and metered at a single voltage and delivery 
point. Service under this Schedule shall be delivered at a primary 
voltage specified by the Company. 

RATES : 

CUSTOMER CHARGE - $ per customer per month: $400.OO/month 

DEMAND CHARGE - $ per kW of billing demand: 
First 500 kW of billing demand - per kW $16.15/kW 
Next 1000 kW of billing demand - per kW $15.65/kW 
Over 1500 kW of billing demand - per kW $14.65/kW 

ENERGY CHARGE - C per kwh: 
First 200 kwh/month/kW of billing demand - per kWhr 11.9604C/kWhr 
Next 200 kwh/month/kW of billing demand - per kWhr 11.1772C/kWhr 
Over 400 kWh/month/kW of billing demand - per kWhr lO.8737C/kWhr 

SECONDARY METERING ADJUSTMENT FOR SERVICE AT PRIMARY VOLTAGE: 

Metering will normally be at the delivery point. For services 

delivered at primary voltage and metered on the secondary side of the 

customer's transformers which are adjacent to the delivery point, and 

where the metering point is approved by the Company, a secondary 
metering adjustment of 0.2168 C/kwhr shall be added to the above energy 

charge. 
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SCHEDULE PP - (continued) 

MINIMUM CHARGE: 

The minimum monthly charge shall be the sum of the Customer and 
Demand charges. The Demand Charge shall be computed with the above 
demand charge applied to kilowatts of demand. The kilowatts of demand 
for the minimum charge calculation each month shall be the highest of 
the maximum demand for the month, the greatest maximum demand for the 
preceding eleven months, or 300 kW. 

DETERMINATION OF DEMAND: 

The maximum demand for each month shall be the maximum average 
load in kW during any fifteen-minute period as indicated by a demand 
meter. The billing demand for each month shall be the highest of the 
maximum demand for such month, or the mean of maximum demand for the 
current month and the greatest maximum demand for the preceding eleven 
(11) months, whichever is the higher, but not less 300 kW. 

Power Factor: 

The above demand and energy charges are based upon an average 
monthly power factor of 85%. For each 1% the average power factor 
is above or below 85%, the monthly energy and demand charges as 
computed above, shall be decreased or increased, respectively, by 
0.10%. The power factor will be computed to the nearest whole percent. 
In no case, however, shall the power factor be taken as more than 100% 
for the purpose of computing the adjustment. 

The average monthly power factor will be determined from the 
readings of a kWhr and Kvarh meter. The Kvarh meter shall be ratcheted 
to prevent reversal in the event the power factor is leading at any 
time. 

HAWAIIAN ELECTRIC COMPANY, INC 

Docket No.04-0113; D&O No. 



HECO-R-2224 
DOCKET NO. 04-01 13 
PAGE 20 OF 60 

Superseding SHEET NO. 58D 
Effective June 1, 2001 

REVISED SHEET NO. 58D 
Effective 

Schedule PP - (continued) 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost Adjustment 
Clause shall be added to the Customer, Demand, and Energy charges, 
Secondary Metering adjustment, and Power Factor adjustment. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to the 
Customer, Demand, and Energy charges, Secondary Metering Adjustment, 
Power Factor, and energy cost adjustment. 

TERM OF CONTRACT: 

Not less than five years beginning from the service start date. 
If service is terminated before the end of the contract term, the 
customer shall be charged a termination fee equal to the total 
connection costs incurred by the Company to serve the customer less 
customer advance and/or contribution paid by the customer. 

RULES AND REGULATIONS: 

Service supplied under this rate schedule shall be subject to the 
Rules and Regulations of the Company. 
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SCHEDULE PT 

LARGE POWER TRANSMISSION VOLTAGE SERVICE 

AVAILABILITY: 

Applicable to large light and/or power loads equal or greater than 
300 kilowatts, supplied and metered at a single voltage and delivery 
point. Service under this Schedule shall be delivered at transmission 
voltage specified by the Company. 

RATES : 

CUSTOMER CHARGE - $ per customer per month: $400.00/month 

DEMAND CHARGE - $ per kW of billing demand: 
First 500 kW of billing demand - per kW $16.00/kW 
Next 1000 kW of billing demand - per kW $15.50/kW 
Over 1500 kW of billing demand - per kW $14.50/kW 

ENERGY CHARGE - C per kWhr: 
First 200 kWh/month/kW of billing demand - per kWhr 11.7511 C/kWhr 
Next 200 kWh/month/kW of billing demand - per kWhr 10.9792 C/kWhr 
Over 400 kWh/month/kW of billing demand - per kWhr 10.6800 C/kWhr 

SECONDARY METERING ADJUSTMENT FOR SERVICE AT TRANSMISSION VOLTAGE: 

Metering will normally be at the delivery point. For services 

delivered at transmission voltage and metered on the secondary side of 

the customer's transformers which are adjacent to the delivery point, 

and where the metering point is approved by the Company, the above 

demand and energy charges shall be increased by 0.6%. 
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SCHEDULE PT - (continued) 

MINIMUM CHARGE: 

The minimum monthly charge shall be the sum of the Customer and 
Demand charges. The Demand Charge shall be computed with the above 
demand charge applied to kilowatts of demand. The kilowatts of demand 
for the minimum charge calculation each month shall be the highest of 
the maximum demand for the month, the greatest maximum demand for the 
preceding eleven months, or 300 kW. 

DETERMINATION OF DEMAND: 

The maximum demand for each month shall be the maximum average 
load in kW during any fifteen-minute period as indicated by a demand 
meter. The billing demand for each month shall be the highest of the 
maximum demand for such month, or the mean of maximum demand for the 
current month and the greatest maximum demand for the preceding eleven 
(11) months, whichever is the higher, but not less than 300 kW. 

Power Factor: 

The above demand and energy charges are based upon an average 
monthly power factor of 85%. For each 1% the average power factor 
is above or below 85%, the monthly energy and demand charges as 
computed above, shall be decreased or increased, respectively, by 
0.10%. The power factor will be computed to the nearest whole 
percent. In no case, however, shall the power factor be taken as more 
than 100% for the purpose of computing the adjustment. 

The average monthly power factor will be determined from the 
readings of a kWhr meter and Kvarh meter. The Kvarh meter shall be 
ratcheted to prevent reversal in the event the power factor is leading 
at any time. 
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Schedule PT - (continued) 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost Adjustment 
Clause shall be added to the Customer, Demand, and Energy charges, 
Secondary Metering adjustment, and Power Factor adjustment. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to the 
Customer, Demand, and Energy charges, Secondary Metering adjustment, 
Power Factor adjustment, and energy cost adjustment. 

TERM OF CONTRACT: 

Not less than five years beginning from the service start date. 
If service is terminated before the end of the contract term, the 
customer shall be charged a termination fee equal to the total 
connection costs incurred by the Company to serve the customer less 
the customer advance and/or contribution paid by the customer. 

RULES AND REGULATIONS: 

Service supplied under this rate schedule shall be subject to the 
Rules and Regulations of the Company. 
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SCHEDULE F 

Public Street Lighting, Highway Lighting and 
Park and Playground Floodlighting 

Availability: 

Applicable only to public street and highway lighting, and 
public outdoor park and playground floodlighting service where 
the customer owns, maintains and operates the lighting fixtures 
and interconnecting circuits and conversion equipment. This rate 
is applicable to gaseous discharge lighting (Mercury Vapor) 
provided the regulator is corrected to power factor equivalent to 
the addition of one (1) KVAR of capacitors for each kW of name 
plate rating of the regulator. Under this schedule energy shall 
be supplied and metered at a nominal voltage of 2400 volts or 
more, as specified by the Company, except as set forth below 
under Special Terms and Conditions. 

Rate : 

CUSTOMER C m G E :  
$20.00 per month for each point of delivery. 

ENERGY CHARGE - $ per kwhr: 
First 150 k~hr/month/kw of billing demand - per kWhr 18.8659 C/kWhr 
All over 150 kWhr/month/kW of billing demand - per kWhr 14.8920 C/kWhr 

Minimum Charge: 

$35.00 per month for each point of delivery. 

Determination of Demand: 

The maximum demand for each month shall be the maximum 
average load in kW during any fifteen-minute period as indicated 
by a demand meter. The billing demand for each month shall be 
the maximum demand for such month but not less than 50% of the 
greatest maximum demand for the preceding eleven months. 

Optional Secondary Metering for Street and Highway Lighting: 

The street and highway lighting customer may elect to be 
metered at a single point on the secondary side of his 
transformers where such point is approved by the Company. When 
the energy is metered on the secondary side of the customer's 
transformers, the energy charge will be increased by 1.5%. 
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SCHEDULE F - (continued) 

Special Terms and Conditions: 

Multiple street lighting lamps may be individually served 
unmetered at secondary voltage along public streets and highways 
when, (1) in an overhead area, secondary voltage is available on 
the lamp pole or (21, in an underground area, secondary voltage 
is available along the public street. The total connected lamp 
load per connection point shall not exceed 2 KW. A one-year 
contract is required for service under this provision and each 
such contract will remain in effect from year to year thereafter 
unless, after the first year, terminated by 30 days notice in 
writing. Each contract will constitute a point of delivery. The 
monthly billing demand will be the connected lamp load expressed 
in kilowatts times 1.02 to the nearest one-tenth kilowatt, and 
the monthly billing kilowatt-hours will be 340 times the billing 
demand. The customer will provide a switching device for each 
lamp to limit the annual burning time to not more than 4100 
hours. 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost 
Adjustment Clause shall be added to the Customer and Energy 
Charges. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to 
the Customer and Energy Charges, and energy cost adjustment. 

Rules and Regulations: 

Service supplied under this rate shall be subject to the 
Rules and Regulations of the Company. 
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SCHEDULE U 

TIME-OF-USE SERVICE 

AVAILABILITY: 

Applicable to general light and/or power loads equal to or 
greater than 300 kilowatts per month and supplied and metered at 
a single voltage and delivery point. This Schedule cannot be 
used in conjunction with load management Riders M, T, and I. 

TIME-OF-DAY RATING PERIODS: 

The time-of-day rating periods shall be as follows: 

On-Peak Period: 7:00 a.m. - 9:00 p.m., daily 
Priority Peak Period: 5:00 p.m. - 9:00 p.m., 

Monday through Friday 
Mid-Peak Period: All On-Peak hours outside of 

Priority Peak hours 
Off-Peak Period: 9:00 p.m. - 7:00 a.m., daily 

RATE : 

CUSTOMER CHARGE - per month $350.00/month 

DEMAND CHARGE - (To be added to Customer Charge) 

Priority Peak - per kW of billing demand $18.00/kW 
Mid-Peak - per kW of billing demand $16.00/kW 

The customer shall be billed the Priority Peak demand charge 
if his maximum measured kW demand for the billing period 
occurs during the priority peak period. If the customer's 
maximum measured kW demand for the billing period occurs 
during the Mid-Peak period, the Mid-Peak demand charge will 
apply. If the customer's maximum kW demand during the 
Priority Peak period is equal to his maximum kW demand 
during the Mid-Peak period, the Priority Peak demand charge 
shall apply. 

ENERGY CHARGE - (To be added to Customer and Demand Charges) 

All On-Peak kWhr per month - per kWhr 13.4400 C/kWhr 
All Off-Peak kWhr per month - per kWhr 10.0000 C/kWhr 
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SCHEDULE U - (continued) 

Minimum Charge: 

The monthly minimum charge shall be the sum of the Customer and 
the Demand Charges. The Demand Charge shall be computed with the 
above demand charge applied to kilowatts of demand. The kilowatts 
of billing demand for the minimum charge calculation for each month 
shall be the highest of the maximum on-peak demands for such month 
but not less than 300 kW. 

DETERMINATION OF TIME-OF-USE ENERGY AND DEMAND: 

The Company shall install a time-of-use meter to measure the 
customer's kilowatthour consumption and kilowatt load during the 
time-of-day rating periods. The maximum demand for the rating 
periods for each month shall be the maximum average load in 
kilowatts during any fifteen-minute period as indicated by a time- 
of-use meter. The on-peak kilowatts of billing demand for each 
month shall be the maximum on-peak demand for such month but not 
less than 300 kilowatts. 

Power Factor: 

The above energy and demand charges are based upon an average 
monthly power factor of 85%. For each 1% the average power factor 
is above or below 85%, the monthly energy and demand charges as 
computed under the above rates shall be decreased or increased, 
respectively, by 0.10% 

The average monthly power factor will be determined from the 
readings of a kWhr meter and kvarh meter, and will be computed to 
the nearest whole percent and not exceeding 100% for the purpose of 
computing the adjustment. The kvarh meter shall be ratcheted to 
prevent reversal in the event the power factor is leading at any 
time. 

Special Terms and Conditions: 

Supply Voltage Delivery: 

If the customer takes delivery at the Company's supply line 
voltage, the demand and energy charges will be decreased as follows: 

Transmission voltage supplied without further transformation -3.0% 
Distribution voltage supplied without further transformation -2.1% 
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SCHEDULE U - (continued) 

Metering will normally be at the delivery voltage. When the 
customer's transformers are adjacent to the delivery point, the 
customer may elect to be metered at a single point on the 
secondary side of his transformers where such point is approved 
by the Company. When the energy is metered on the secondary side 
of the customer's transformers, the above decreases will be 2.4% 
and 0.6%, respectively. 

Because of the inherent operating conditions in the downtown 
area supplied from the Company's underground network system the 
Company will deliver and meter service to customers in this area 
at 120/208Y or 277/480Y volts (See Rule 2). The demand and 
energy charges will be increased 0.9%. 

Energy Cost Adjustment Clause: 

The energy cost adjustment provided in the Energy Cost 
Adjustment Clause shall be added to the Customer, Demand, and 
Energy charges, Service Voltage adjustment, Network Service 
adjustment, and Power Factor adjustment. 

Integrated Resource Planning Surcharge: 

The Integrated Resource Planning Surcharge shall be added to 
the Customer, Demand, and Energy charges, Service Voltage 
adjustment, Network Service adjustment, Power Factor adjustment, 
and energy cost adjustment. 

Rules and Regulations: 

Service supplied under this rate shall be subject to the 
Rules and Regulations of the Company. 

TERM OF CONTRACT: 

Not less than five years beginning from the service start 
date. If service is terminatedbefore the end of the contract 
term, the customer shall be charged the total connection costs 
incurred by the Company to serve the customer less any customer 
advance and/or contribution paid by the customer. 
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SCHEDULE E 

Electric Service for Employees 

Availability: 

Applicable to all regular full-time Company employees, 
Company retirees, members of the Company Board of Directors, and 
retirees of Hawaii Electric Light Company, Inc. and Maui Electric 
Company, Ltd. who retired on or after January 1, 1996 and who are 
served by Hawaiian Electric Company, Inc. This schedule is 
applicable to the above customers' residential electric service 
in a single family dwelling unit metered and billed separately by 
the Company, subject to the Special Terms and Conditions 
specified below. This schedule does not apply where a residence 
and business are combined. 

Rate: 

The rates applicable to service under this schedule shall be 
two-thirds (2/3) of the current effective Schedule R rates - 
Residential Service, for usage up to 825 kwh per month. Energy 
usage above 825 kwh shall be charged the full Schedule R energy 
rates. 

Special Terms and Conditions: 

1. "Regular full-time Company employee" is defined as an 
employee who has successfully completed any required 
probationary requirements, is hired for an indefinite 
period, and who works no less than 40 hours per week. 

2. This schedule is applicable only to primary residences. 

3. Availability of this schedule terminates six months after 
death of eligible employee, retiree, or member of the Board 
of Directors. 

Rules and Regulations: 

Service supplied under this schedule shall be subject to the 
Rules and Regulations of the Company. 
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ENERGY COST ADJUSTMENT CLAUSE 

Applicable To 

Schedule R - Residential Service 
Schedule E - Electric Service for Employees 
Schedule G - General Service - Non-Demand 
Schedule J - General Service - Demand 
Schedule H - Commercial Cooking, Heating, Air 

Conditioning and Refrigeration Service 
Schedule PS - Large Power Secondary Voltage Service 
Schedule PP - Large Power Primary Voltage Service 
Schedule PT - Large Power Transmission Voltage 

Service 
Schedule F - Public Street Lighting, Highway 

Lighting and Park and Playground 
Floodlighting 

Schedule U - Time-of-Use Service 
Schedule TOU-R - Residential Time-of-Use Service 
Schedule TOU-C - Commercial Time-of-Use Service 

All terms and provisions of Schedules R, E, G, J, H, PS, PP, 
PT, F, U, TOU-R, and TOU-C are applicable, except that the Energy 
Cost Adjustment described below will be added to the customer 
bills. 

All base rate schedule discounts, surcharges, and all other 
adjustments will not apply to the energy cost adjustment. 

Energy Cost Adjustment Clause: 

This Energy Cost Adjustment Clause shall include the 
following: 

FUEL AND PURCHASED ENERGY - The above rates are based on the 
cost of fuel for Company generation (exclusive of company-owned 
distributed generation(DG)) of 869.64 cents per million Btu for 
fuel delivered in its service tanks, 14.076 cents per 
kilowatthour of company-owned DG generation for fuel delivered to 
the fuel tank at the site used for the company-owned DG, and the 
cost of purchased energy of 5.568 cents per kilowatthour. 
Company-generated energy from non-fuel sources shall be 
considered as zero fuel cost in the determination of the 
composite fuel cost. When the Company-generated net energy cost 
is more or less than 869.64 cents per million Btu, and/or the 
company-owned DG energy cost is more or less than 14.076 cents 
per kilowatthour, and/or the purchased energy cost is more or 
less than 5.568 cents per kilowatthour, a corresponding 
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Energy Cost Adjustment Clause - (continued) 

adjustment(Energy Cost Adjustment Factor) to the energy charges 
shall be made. This adjustment shall be comprised of a Company 
Generation Component, a DG Generation Component and a Purchased 
Energy Component. 

The Company Generation Component shall be the difference 
between the current generation cost and the base generation cost, 
adjusted for additional revenue taxes. The current generation 
cost shall be determined by the current fuel cost in cents per 
million Btu, multiplied by a generation conversion factor of 
0.011140 million Btu per kilowatthour, weighted by the proportion 
of current Company generation (exclusive of company-owned DG) to 
total system net energy in kilowatthours. The base generation 
cost is the base fuel cost of 869.64 cents per million Btu 
multiplied by a generation conversion factor of 0.011140 million 
Btu per kilowatthour, weighted by the proportion of the 2005 test 
year generation to total system net energy in kilowatthours. 

The DG Energy Component shall be the difference between the 
current cost of DG energy in cents per kilowatthour weighted by 
the proportion of current company-owned DG energy to total system 
net energy, and the base DG energy cost of 14.076 cents per 
kilowatthour weighted by the proportion of the 2005 test year DG 
energy to total system net energy, adjusted to the sales delivery 
level and for revenue taxes. 

The Purchased Energy Component shall be the difference 
between the current purchased energy cost weighted by the 
proportion of current purchased energy to total system net 
energy, and the base purchased energy cost of 5.568 cents per 
kilowatthour weighted by the proportion of the 2005 test year 
purchased energy to total system net energy, adjusted to the 
sales delivery level and for additional revenue taxes. 

The Energy Cost Adjustment Factor shall be the sum of the 
Generation Component, the DG Energy Component and the Purchased 
Energy Component. 

The revenue tax requirement shall be calculated using 
current rates of the Franchise Tax, Public Service Company Tax, 
and Public Utility Commission fee. 

The Energy Cost Adjustment shall be effective on the date of 
cost change. When a cost change occurs during a customer's 
billing period, the Energy Cost Adjustment will be prorated for 
the number of days each cost was in effect. 
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Energy Cost Adjustment Clause -(continued) 

This Energy Cost Adjustment Clause is consistent with the 
terms of the Company's operations, purchased energy contracts, 
and DG contracts, and may be revised to reflect any revisions or 
changes in the Company's operations, purchased energy contracts, 
and DG contracts, subject to approval by the Commission. 

Reconciliation Adjustment: 

In order to reconcile any differences that may occur between 
recorded and forecasted Energy Cost Adjustment Clause revenues, 
the year-to-date recorded revenue from the Energy Cost Adjustment 
Clause will be compared with the year-to-date revenue expected 
from the Energy Cost Adjustment Clause on a quarterly basis. If 
there is a variance between the recorded Energy Cost Adjustment 
Clause revenue and the expected Energy Cost Adjustment Clause 
revenue, an adjustment, lagged by two months, shall be made to 
the Energy Cost Adjustment Clause to reconcile the revenue 
variance over the sales estimated for the subsequent quarter. 
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RIDER I 

Interruptible Contract Service 

Availability: 

This Rider is applicable to service supplied and metered at 
a single voltage and delivery point where 100 kW or greater is 
subject to disconnection by the utility under the terms and 
conditions as set forth in the contract agreement. 

Rates: 

Reduction in demand charge as set forth in a contract 
between the customer and the utility and approved by the Public 
Utilities Commission. 

Term of Contract: 

Not less than five years. 
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RIDER M 

Off-Peak and Curtailable Service 

AVAILABILITY: 

This Rider is available to customers served under rate Schedule 
J, PS, PP, or PT, whose maximum measured demands prior to any load 
modifications effected under this rider, exceed 100 and 300 
kilowatts, respectively. This Rider cannot be used in conjunction 
with Rider T, Rider I, Schedule U, and Schedule TOU-C. 

RATES : 

A. Basic Rates 

The rate(s) for service under this Rider shall be as specified 
under the regular Schedule J, PS, PP, or PT whichever is 
applicable, except that the Minimum Charge and the determination 
of billing demand used in the calculation of demand and energy 
charges shall be as defined below, subject to the requirements 
under the Determination of Demand provision of the applicable 
rate schedule. 

The customer shall select Option A - Off-Peak Service ox 
Option B - Curtailable Service: 

OPTION A - OFF-PEAK SERVICE: 

1) Any demand occurring during the off-peak period shall not 
be considered in determining the billing kW demand for each 
month, but shall be used in determining the excess off-peak 
charge. Only the maximum kW demand occurring during the 
on-peak period shall be used in the determination of the 
billing kW demand for the calculation of the demand charge, 
energy charge and minimum charge as specified in the 
regular Schedule J, PS, PP, or PT. 

2) An excess Off-Peak Charge of $2.00 per kilowatt 
shall be added to the regular rate schedule charges for 
each kilowatt that the maximum off-peak demand exceeds the 
maximum demand during of the on-peak period. 
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RIDER M - (continued) 

OPTION A - continued: 

3) For calculation of the excess off-peak charge for each 
month, the maximum off-peak demand and maximum demand 
during the on-peak period shall be the highest measured 
demands during the respective periods for such month. 

4) The time-of-use rating period shall be defined as follows: 

On-Peak Period: 7 a.m. - 9 p.m. Fourteen hours, Daily 

Off-Peak Period: 9 p.m. - 7 a.m. Ten hours, Daily 

5) The monthly minimum charge shall be the sum of the 
customer charge, demand charge, Excess Off-Peak Charge, 
and Time-of-Day Metering Charge specified below. 

OPTION B - CURTAILABLE SERVICE: 

1) A customer who chooses curtailable service shall curtail 
his/her kW demand during the Company's curtailment hours, 
and shall indicate the load that he/she is willing to 
curtail. This curtailable load must be load that is 
normally operated during the Company's curtailment hours 
and must be at least 50 horsepower for motor loads served 
under Schedule J, and 150 horsepower for motor loads served 
under Schedule PS, PP, and PT, or 50 and 150 kilowatts for 
other than motor loads, respectively. 

2) The Company may install a meter, in accordance with Rule 
14, to measure the customer's curtailable load prior to the 
start of curtailable service under this Rider. 

3) For billing purposes, the curtailed kW demand shall be 
determined monthly as the difference between the maximum kW 
demands outside of the curtailment hours and the maximum kW 
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RIDER M - (continued) 

OPTION B - continued: 

demand during the curtailment hours measured for each 
month, but not to exceed the curtailable kW load specified 
in the customer's Rider M contract. 

4 )  The customer shall choose one of the curtailment periods 
specified below. The billing demand under this curtailable 
service option shall be the normal billing demand under 
Schedule J, PS, PP, or PT reduced by: 

Option 1) 75% of the curtailed kilowatt demand if the 
curtailment period is fixed throughout the year 
from 5 p.m. to 9 p.m., Monday through Friday; or 

Option 2) 40% of the curtailed kilowatt demand if the 
curtailment period is two ( 2 )  consecutive hours 
as specified by the Company. 

5 )  The monthly minimum charge shall be the sum of the 
customer charge, demand charge, and the Time-of-Day 
Metering Charge specified below. 

Where the Company specifies the curtailment period, the Company 
shall give the customer at least 30 days notice prior to changing 
the curtailment period. 

B. TIME-OF-DAY METERING CHARGE: 

The Company shall install a time-of-use meter to measure the 
customer's maximum kW load during the time-of-day rating periods 
and curtailment periods. 

An additional time-of-day metering charge of $10.00 per month 
shall be assessed to cover the additional cost of installing, 
operating, and maintaining a time-of-use meter. 

HAWAIIAN ELECTRIC COMPANY, INC 

Docket No. 04-0113, D&O No. 



HECO-R-2224 
DOCKET NO. 04-0 1 I3  
PAGE 37 OF 60 

Superseding Revised Sheet No. 65C REVISED SHEET NO. 65C 
Effective February 1, 1998 Effective 

RIDER M - (continued) 

C. TERMS OF CONTRACT: 

1. The initial term of contract shall be at least 5 years. 
Thereafter, the contract shall continue from year-to-year 
until terminated by either party by a 30-day written 
notice. 

2. A customer applying for service under this Rider shall 
sign a standard Rider M contract form with the Company. 

3. The customer shall be allowed to take service under this 
Rider for a six-month trial period without penalty for 
termination within this period. 

4. If the contract is terminated after the first six-months 
trial period, but before the first five-year period which 
begins from the start date of the customer's service under 
this Rider, the customer shall be assessed a termination 
charge equal to the last six months discount received under 
this Rider. 

5. The customer may request a change of Rider options 
(Option A - Off-Peak Service or Option B - Curtailable 
Service) or curtailment hours (Options 1 or 2 under 
Curtailable Service) by providing a 30-day written notice 
to the Company. The change will become effective after the 
next regular meter reading following the receipt of such 
written notice by the Company, provided however, the 
Company may not be required to make such change until 12 
months of service has been rendered after the last change, 
unless a new or revised Rider has been authorized, or 
unless a customer's operating conditions have altered so as 
to warrant such change. 

6. If under the curtailable service option the customer 
fails to curtail his maximum demand during the curtailment 
period three times within a twelve-month period, the 
Company may terminate the Rider M contract by a 30-day 
written notice to the customer. If service under this Rider 
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RIDER M - (continued) 

C. TERMS OF CONTRACT - continued: 

is terminated due to the customer's failure to curtail 
his demand as provided in the contract, the customer 
shall be assessed a termination charge equal to the last 
six months discount received under this Rider. 

7. Service supplied under this Rider shall be subject to 
the Rules and Regulations of the Company. 
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RIDER T 
TIME-OF-DAY RIDER 

AVAILABILITY: 

This rider is available to customers on rate Schedule J, PS, PP, 
or PT but cannot be used in conjunction with the load management Rider 
M, Rider I, Schedule U, and Schedule TOU-C. 

TIME-OF-DAY RATING PERIODS: 

The time-of-day rating periods under this Rider shall be as 
f ollows : 

On-Peak Period: 7:00 a.m. - 9:00 p.m., Daily 
Off-Peak Period: 9:00 p.m. - 7:00 a.m., Daily 

RATE : 

The rate(s) for service under this Rider including the 
Customer Charge, Energy Charge, and Demand Charge shall be as 
specified in the regular rate Schedule J, PS, PP, or PT except that the 
following charges shall be added: 

TIME-OF-DAY METERING CHARGE - per month $10.00 

TIME-OF-DAY ENERGY CHARGE ADJUSTMENTS: 

On-Peak Energy Surcharge - all on-peak kwh +2.00 cents/kwh 
Off-Peak Energy Credit - all off-peak kwh -3.00 cents/kwh 

MINIMUM CHARGE: 

The Minimum Charge shall be as specified under the regular 
rate schedule except that it shall include the Time-of-Day 
Metering Charge. In addition, the monthly average energy charge 
computed from the regular energy charge and the above Time-of-Day 
energy charge adjustments including the energy cost adjustment, 
cannot be lower than the off-peak avoided energy cost at the 
metering point. 

DETERMINATION OF DEMAND: 

The Determination of Demand shall be as specified in the 
regular rate schedule, except that only the on-peak Kw demand 
shall be used in the determination of the kilowatts of billing 
demand for the Demand Charge, the regular Energy Charge and the 
Minimum Charge calculations. 
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Rider T (Continued) 

VOLTAGE SERVICE AND POWEIZ FACTOR ADJUSTMENTS: 

The voltage service and power factor adjustments shall be as 
specified in the regular rate schedule. 

MEASUREMENT OF TIME-OF-DAY ENERGY AND DEMAND: 

The Company shall install a time-of-use meter to measure the 
customer's energy consumption and maximum kW demand during the 
time-of-day rating periods. 

TERMS OF AGREEMENT: 

A customer applying for service under this Rider shall sign 
a standard Rider T contract form with the Company. Service under 
this Rider shall not be less than five years. The customer may 
terminate service under this Rider during the first six months 
without penalty. If the customer terminates service after the 
first six months but before the end of the first five-year period 
which begins from the start date of the customer's service under 
this Rider, the customer shall be charged a termination fee equal 
to the amount of the last six months of discount received under 
this Rider. 

A customer may perform emergency maintenance on his equipment or 
load served under this rider during the on-peak period and the 
customer's maximum demand during that time will not be considered in 
the determination of the billing kW demand under the following 
conditions: 

a.The conditions under which the customer may perform emergency 
maintenance on his equipment or load during on-peak period will 
be defined in the customer's contract. 

b.The customer may perform such emergency maintenance during on- 
peak period only when approved by HECO, and will operate only 
for the duration approved by HECO. Such HECO approval shall be 
by phone, or by e-mail, or in writing to the customer. 

c.The customer must notify HECO as far in advance as possible, 
but not less than 1 hour before performing such emergency 
maintenance on his equipment or load during the on-peak period. 
Such notice shall be by phone, by e-mail, or in writing. HECO 
may approve the customer's request on capacity availability 
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Rider T - (continued) 

basis. Service to the customer under this condition may be 
interrupted at any time when HECO's system conditions dictate 
the necessity to interrupt service, or when in HECO's sole 
judgment the system may be impaired or the startup of another 
unit would be uneconomic. 

d. The customer's request to operate its load during the on-peak 
period under this condition cannot exceed four (41 times within 
a 12-month period. 
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INTEGRATED RESOURCE PLANNING 
COST RECOVERY PROVISION 

Schedule R - 
Schedule E - 
Schedule G - 
Schedule J - 
Schedule H - 

Schedule PS - 
Schedule PP - 
Schedule PT - 
Schedule F - 

Schedule U - 
Schedule TOU-R - 
Schedule TOU-C - 

Supplement To 
Residential Service 
Electric Service For Employees 
General Service Non-Demand 
General Service Demand 
Commercial Cooking, Heating, Air 
Conditioning and Refrigeration Service 
Large Power Secondary Voltage Service 
Large Power Primary Voltage Service 
Large Power Transmission Voltage Service 
Public Street Lighting, Highway Lighting 
and Park and Playground Floodlighting 
Time of Use Service 
Residential Time-of-Use Service 
Commercial Time-of -Use Service 

All terms and provisions of Schedules R, E, G, J, H, PS, PP, 
PT, F, U, TOU-R, and TOU-C are applicable except that the total base 
rate charges for each billing period shall be increased by the 
following Integrated Resource Planning (IRP) Cost Recovery Adjustment, 
Residential Demand Side Management (DSM) Adjustment, and Commercial 
and Industrial Demand Side Management (DSM) Adjustment: 

A: INTEGRATED RESOURCE PLANNING COST RECOVERY ADJUSTMENT: 

All Rate Schedules . . . . . . . . . . . . . . . . . . . . . . . . .  0.000 percent 

The total base rate charges for all rate schedules shall be 
increased by the above Integrated Resource Planning Cost Recovery 
Adjustment, which is based on the recovery of the - IRP Planning 
Costs and the reconciliation of - IRP Planning Costs, including 
interest and taxes, of $ , as approved by the Public Utilities 
Commission. 

The total base rate charges for the current billing period shall 
include all base rate schedule charges, discounts, surcharges, or base 
rate adjustments, excluding the Energy Cost Adjustment, Residential DSM 
Adjustment, and Commercial and Industrial DSM Adjustment and temporary 
Rate Adjustment. 

B: Residential Demand-Side Management (DSM) Adjustment: 

Schedules R and TOU-R - per kWhr . . . . . . . C/kWhx 

The total residential monthly bill shall include the above 
Residential DSM adjustment applied to all kwh per month. The above 
Residential DSM adjustment is based on recovering $ for the 
200- residential program costs and lost revenue margins, the 
reconciliation of the 200- program cost recovery including lost 
revenue margins and revenue taxes, and the 200 shareholder 
incentives, for which recovery has been approvgd by the Commission. 
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Integrated Resource Planning Cost Recovery Provision - (continued) 

C: Commercial and Industrial  ema and-Side Management (DSM) Adjustment: 

Schedules G ,  J, H, PS, PP, PT, U, TOU-C - per kwh C/kWhr 

The total monthly bill for Schedules G, J, H, PS, PP, PT, U, and 
TOU-C customers shall include the above Commercial and Industrial DSM 
adjustment applied to all kwh per month. The above adjustment is 
based on recovering $ for the 200 program costs and lost 
revenue margins, the reconciliation of the 250  C&I program costs 
including the lost revenue margins and revenue-taxes, and the 200- 
shareholders incentives, for which recovery has been approved by the 
Public Utilities Commission. 

RECONCILIATION ADJUSTMENT: (To be added to Integrated Resource 
Planning Cost Recovery Adjustment, Residential DSM Adjustment, and 
Commercial and Industrial DSM Adjustment) : 

In order to reconcile any differences that may occur between the 
above costs to be recovered and the revenues received from the above 
adjustments, recorded revenues will be compared with the above costs. 
The Integrated Resource Planning Cost Recovery Adjustment, Residential 
DSM Adjustment, and the Commercial and Industrial DSM Adjustment will 
be reconciled annually. If there is a variance between the recorded 
revenues from the adjustments and the costs to be recovered, a 
reconciliation adjustment, lagged by two months, will be made to the 
above adjustments. 
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SCHEDULE Q 

Purchases From Qualifying Facilities - 100 KW or Less 

Availability: 

This schedule is available to customers with cogeneration and/or 
small power production facilities which qualify under the Commission's 
Rules, Chapter 74 of Title 6,  Subchapter 2 with a design capacity of 
100 kilowatts or less. Such qualifying facilities (QF's) shall be 
designed to operate properly in parallel with the Company's system 
without adversely affecting the operations of its customers and 
without presenting safety hazards to the Company's or other customer's 
personnel. The customer shall comply with the Company's requirements 
for customer generation interconnected with the utility system. 

Energy delivered to the customer by the Company will be metered 
separately from the energy delivered by the customer to the Company. 

Rate for Energy Delivered to the Company by Customer 

The Company will pay for energy as follows: 

All kwh per month - per kwhr 10.63 C/kwhr 

Energy Delivered to the Customer by the Company: 

Energy delivered to the customer shall be billed under the 
Company's applicable rate schedule. 

Service Charge: 

A service charge of $20.00 per month shall be added to the 
customer's total electric bill for the energy delivered to the 
customer for the billing and administration of the purchase power. 

If a customer is only selling power to the Company under this 
Schedule, and is not receiving electric power service from the Company 
under any of the Company's applicable rate schedule, the customer 
shall be billed the customer charge under Schedule J to cover the 
metering, meter reading, billing and administration of the purchase 
power. In this situation, the above Service Charge will not apply. 

HAWAIIAN ELECTRIC COMPANY, INC. 

Docket No. 04-0113, D&O NO. 



HECO-R-2224 
DOCKET NO. 04-01 13 
PAGE 45 OF 60 

Superseding Revised Sheet No. 81A REVISED SHEET NO. 81A 
Effective January 1, 1996 Effective 

SCHEDULE Q - (continued) 

System Compatibility: 

The customer must deliver electric power at 60 hertz and the same 
phase and voltage as the customer receives service from the Company. 

Interconnection Facilities: 

The customer shall furnish, install, operate and maintain 
facilities such as relays, switches, synchronizing equipment, 
monitoring equipment and control and protective devices designated by 
the Company as suitable for parallel operation with the Company 
system. Such facilities shall be accessible at all times to 
authorized Company personnel. All designs should be approved by the 
Company prior to installation. 

If additional Company facilities are required or the existing 
facilities must be modified to accept the QF's deliveries, the QF 
shall make a contribution for the cost of such additional facilities. 

Contract : 

The Company shall require a contract specifying technical and 
operating aspects of parallel generation. 

Energy Cost Adjustment Clause: 

The above rate for energy delivered to the Company by the 
Customer is based on a composite cost of fuel for Company generation 
and Company Distributed Generation (DG) of 870.43 cents per million 
Btu for fuel delivered in its service tanks. Effective the first day 
of January, April, July, and October an Adjustment shall be made to 
reflect the composite cost of Company-generated and Company DG- 
generated fuel cost on file with the Commission and shall be effective 
for the following three months. 

The Adjustment shall be the sum of the time-weighted on-peak 
adjustment (14 hours of 24 hours) and off -peak adjustment (10 hours of 
24 hours). On-peak and off-peak adjustments shall be determined by 
the amount of the composite cost of Company-generated and Company DG- 
generated fuel cost increase or decrease (in terms of cents per 
million Btu) from the base of 870.43 cents per million Btu multiplied 
by an on-peak heat rate of 13,382 Btu per net kilowatthour and 
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SCHEDULE Q - (continued) 

and an off-peak heat rate of 9,929 Btu per net kilowatthour. 

This Energy Cost Adjustment Clause is consistent with the terms 
of the Company's operations and may be revised to reflect any 
revisions or changes in operations, subject to approval by the 
Commission. 
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GREEN PRICING PROGRAM PROVISION 

AVAILABILITY: 

Available to all residents/non-residents of the Island of Oahu 
who wish to make voluntary contributions for the development of 
renewable energy resources on Oahu. 

GREEN PRICING PROGRAM: 

The objective of the Green Pricing Program is to encourage the 
development of Hawaii's renewable energy resources. The participant's 
voluntary contributions under the Green Pricing Program Provision are 
used to develop renewable energy facilities. 

The Company's Sun Power for Schools Pilot Program is a pilot 
project under which photovoltaic systems are installed on selected 
public schools on the Island of Oahu. The participating school will 
own the photovoltaic facility and use the energy produced by the 
system at no cost. Contributions received from the participants in 
this Green Pricing Program Provision are used to help fund this pilot 
program. 

Other renewable energy projects may be developed in the future as 
part of the Company's Green Pricing Program, depending on the 
availability of contributions received from this Green Pricing Program 
Provision. 

VOLUNTARY PARTICIPATION: 

1. Participation in the Green Pricing Program through the Green 
Pricing Program Provision, is voluntary and may be terminated by 
the participant at any time. 

2. Any resident/non-resident of the Island of Oahu may contribute to 
the Green Pricing Program through the Green Pricing Program 
Provision by completing a standard program sign-up form which 
indicates the participant's mailing address, electric service 
account number (if participant is currently a HECO customer), and 
the contribution payment option desired. The Green Pricing 
Program Provision contribution payment options are listed below. 

XAWAIIAN ELECTRIC COMPANY, INC. 
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GREEN PRICING PROGRAM PROVISION (Continued) 

3. A participant may terminate hisjher voluntary contribution to 
the Green Pricing Program at any time by submitting a written 
or telephonic request to the Company to terminate 
participation in the Green Pricing Program Provision. 

CONTRIBUTION PAYMENT OPTIONS: 

A participant will specify the amount of his/her voluntary 
contribution (in whole dollars) and shall elect one of the 
following payment options: 

Option 1: Monthly Contribution - the participant will be 
billed monthly based on the participant's specified 
dollar contribution amount. 

Option 2: One Time Contribution - the participant will be 
billed one time for one lump sum contribution. 

TERMS AND CONDITIONS: 

1. Payments received by the Company shall be applied first to the 
participant's outstanding electric service bill balance, if 
any, and the remainder shall be applied to the participant's 
contribution to the Green Pricing Program under the Green 
Pricing Program Provision. 

2. Electric Service will not be terminated if the participant 
fails to make contribution payments under the Green Pricing 
Program Provision. 

3 .  The Company may terminate a participant's participation in the 
Green Pricing Program Provision, if the participant fails to 
make contribution payments for two ( 2 )  consecutive months. 

4. The Company's late payment charge shall not apply to the 
participant's voluntary contributions under the Green Pricing 
Program Provision. 
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SCHEDULE TOU-C 

COMMERCIAL TIME-OF-USE SERVICE 

AVAILABILITY: 

Applicable to general light and/or power loads less than 300 
kilowatts per month and supplied and metered at a single voltage and 
delivery point. This Schedule cannot be used in conjunction with 
load management Riders M, T, and I. 

TIME-OF-DAY RATING PERIODS: 

The time-of-day rating periods shall be as follows: 

Priority Peak: 5:00 p.m. - 9:00 p.m., Monday - Friday 
Mid-Peak: 7:00 a.m. - 5:00 p.m., Monday - Friday 

7:00 a.m. - 9:00 p.m., Saturday - Sunday 
Off -Peak: 9:00 p.m. - 7:00 a.m., Daily 

RATE : 

NON-DEMAND SERVICE: 
Applicable to general light and/or power loads less than or 

equal to 5000 kWhr per month, and less than 25 kW, and supplied and 
metered at single voltage and delivery point. 

CUSTOMER CHARGE: 
Single-Phase Service - per month $35.00/month 
Three-Phase Service - per month $60.00/month 

ENERGY CHARGE: (To be added to Customer Charge) 
Priority Peak Period - per kWhr 21.2616 C/kWhr 
Mid-Peak Period - per kWhr 18.2616 C/kWhr 
Off-Peak Period - per kWhr 11.2616 C/kWhr 

MINIMUM CHARGE: 
Single-Phase Service - per month $40.00/month 
Three-Phase Service - per month $60.00/month 
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SCHEDULE TOU-C - continued 

DEMAND SERVICE: 
Applicable to general light and/or power loads greater than 

5000 kWhr per month; or equal-to or greater than 25 k~ but less than 
300 kW, and supplied and metered at single voltage and delivery 
point. 

CUSTOMER CHARGE: 
Single-Phase Service - per month $50.00/month 
Three-Phase Service - per month $70.OO/month 

ENERGY CHARGE: (To be added to Customer Charge) 
Priority Peak Period - per kWhr 18.0944 C/kWhr 
Mid-Peak Period - per kWhr 15.0944 C/kWhr 
Off-Peak Period - per kWhr 10.0000 C/kWhr 

DEMAND CHARGE - (To be added to Customer and Energy Charge) 
Priority Peak - per kW of billing demand $15.00/kW 
Mid-Peak - per kW of billing demand $8.50/kW 

The customer shall be billed the Priority Peak demand charge if 
his maximum measured kW demand for the billing period occurs during 
the priority peak period. If the customer's maximum measured kW 
demand for the billing period occurs during the Mid-Peak period, the 
Mid-Peak demand charge will apply. If the customer's maximum kW 
demand during the Priority Peak period is equal to his maximum kW 
demand during the Mid-Peak period, the Priority Peak demand charge 
shall apply. 

MINIMUM CHARGE: 
The minimum charge per month shall be the sum of the 

Customer Charge and the Demand Charge. The Demand Charge shall be 
computed with the above demand charge applied to kilowatts of 
demand. The kilowatts of demand for the minimum charge calculation 
each month shall not be less than 25 kW. 
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SCHEDULE TOU-C - (continued) 

DETERMINATION OF TIME-OF-USE ENERGY AND DEMAND: 

The Company shall install a time-of-use meter to measure the 
customer's kilowatthour consumption and kilowatt load during the 
time-of-day rating periods. The maximum demand for the rating 
periods for each month shall be the maximum average load in 
kilowatts during any fifteen-minute period as indicated by a time- 
of-use meter. The kilowatts of billing demand for each month shall 
be the maximum measured demand outside of the Off-Peak hours, but 
not less than 25 kW. 

Power Factor: (Applicable to Demand Service) 

The above energy and demand charges are based upon an average 
monthly power factor of 85%. For each 1% the average power factor 
is above or below 858, the monthly energy and demand charges as 
computed under the above rates shall be decreased or increased, 
respectively, by 0.10% 

The average monthly power factor will be determined from the 
readings of a kWhr meter and kvarh meter, and will be computed to 
the nearest whole percent and not exceeding 100% for the purpose of 
computing the adjustment. The kvarh meter shall be ratcheted to 
prevent reversal in the event the power factor is leading at any 
time. 

Supply Voltage Delivery: (Applicable To  ema and Service) 

If the customer takes delivery at the Company's supply line 
voltage, the demand and energy charges will be decreased as follows: 

Transmission voltage supplied without further transformation -3.0% 
Distribution voltage supplied without further transformation -2.1% 

Metering will normally be at the delivery voltage. When the 
customer's transformers are adjacent to the delivery point, the 
customer may elect to be metered at a single point on the secondary 
side of his transformers where such point is approved by the 
Company. When the energy is metered on the secondary side of the 
customer's transformers, the above decreases will be 2.4% and 0.6%, 
respectively. 
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SCHEDULE TOU-C -(continued) 

Supply Voltage Delivery - continued: 

Because of the inherent operating conditions in the downtown 
area supplied from the Company's underground network system the 
Company will deliver and meter service to customers in this area at 
120/208Y or 277/480Y volts (See Rule 2). The demand and energy 
charges will be increased 0 . 9 % .  

Energy Cost Adjustment Clause: (For Non-Demand and Demand Service) 

The energy cost adjustment provided in the Energy Cost 
Adjustment Clause shall be added to the Customer, Demand, and 
Energy charges, Service Voltage adjustment, Network Service 
adjustment, and Power Factor adjustment. 

Integrated Resource Planning Surcharge: (For Non-Demand and Demand 
Service) 

The Integrated Resource Planning Surcharge shall be added to 
the Customer, Demand, and Energy charges, Service Voltage 
adjustment, Network Service adjustment, Power Factor adjustment, 
and energy cost adjustment. 

Rules and Regulations: (For Non-Demand and Demand Service) 

Service supplied under this rate shall be subject to the Rules 
and Regulations of the Company. 

TERM OF CONTRACT: (For Non-Demand and Demand Service) 

Not less than five years beginning from the service start 
date. If service is terminated before the end of the contract 
term, the customer shall be charged the total connection costs 
incurred by the Company to serve the customer less any customer 
advance and/or contribution paid by the customer. 
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SCHEDULE TOU-R 

RESIDENTIAL TIME-OF-USE SERVICE 

AVAILABILITY: 

Applicable to residential power service metered and billed 
separately by the Company. This Schedule does not apply where a 
residence and business are combined. Service under this Schedule will 
be delivered at secondary voltage specified by the Company. 

This Schedule is limited to 1,000 residential customers on a 
first come first serve basis until the new Customer Information System 
is implemented. 

RATES : 

CUSTOMER CHARGE - $ per customer per month: 
Single-Phase Service - per month $ll.SO/month 
Three-Phase Service - per month $20.50/month 

TIME-OF-USE ENERGY CHARGE - C per kwh: 
Priority Peak Period - per kWhr 22.3318 C/kWhr 
Mid-Peak Period - per kWhr 19.3318 C/kWhr 
Off-Peak Period - per kWhr 13.8318 C/kWhr 

MINIMUM CHARGE: 
Single-Phase Service - per month 
Three-Phase Service - per month 
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SCHEDULE TOU-R - (continued) 

TIME-OF-USE RATING PERIODS: 

The time-of-use rating periods under this Schedule shall be defined as 
f 0llows : 

Priority Peak: 5:00 p.m.-9:00 p.m., Monday-Friday 
Mid-Peak: 7:00 a.m.-5:00 p.m., Monday-Friday 

5:00 p.m.-9:00 p.m., Saturday-Sunday, Holidays 
Off-Peak: 7:00 a.m.-5:00 p.m., Saturday-Sunday, Holidays 

9:00 p.m.-7:00 a.m., Daily 
Holidays: New Years Day, Memorial Day, Independence Day, Labor Day, 
Thanksgiving Day, and Christmas Day. 

DETERMINATION OF TIME-OF-USE ENERGY: 

The Company shall install, own, operate and maintain a time-of- 
use meter to measure the customer's kwh energy consumption during the 
time-of-use rating periods. 

TERMS AND CONDITIONS: 

1.The Company may meter the customer's energy usage pattern for one 
to three months before the customer's service start date under this 
Schedule, to allow the Company to gather the customer's baseline 
load profile. 

2. The Company shall install the time-of-use meter in accordance with 
Rule 14. Although the existing service equipment is expected to be 
used, the customer shall provide, install, and maintain the service 
equipment specified in RuLe 14, such as all the conductors, service 
switches, meter socket, meter panel, and other similar devices 
required for service connection and meter installations on the 
customer's premises. 

3.The Company may request a customer to allow the Company shared-use 
of its telephone line to enable the Company to remotely download 
the customer's usage data from the meter. 
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Schedule TOU-R - (continued) 

TERMS AND CONDITIONS - continued: 

4.A customer may terminate service under this rate Schedule and 
return to the regular Schedule R at any time without penalty, by a 
written notice to the Company. The change shall become effective 
at the start of the next regular billing period following the 
date of receipt by the Company of the notice from the customer. If 
a customer elects to discontinue service under this Schedule, the 
customer will not be permitted to return to this Schedule for a 
period of one year. 

ENERGY COST ADJUSTMENT CLAUSE: 

The energy cost adjustment provided in the Energy Cost Adjustment 
Clause shall be added to the Customer and Energy Charges. 

INTEGRATED RESOURCE PLANNING COST RECOVERY PROVISION: 

The Integrated Resource Planning Surcharge shall be added to the 
Customer and Energy Charges, and energy cost adjustment. 

RULES AND REGULATIONS: 

Service supplied under this rate schedule shall'be subject to the 
Rules and Regulations of the Company. 
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Effective June 17, 2005 Effective 
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Superseding REVISED SHEET NO. 12 
Effective: October 2 8 .  1966 

REVISED SHEET NO. 12 
Effective 

RULE NO. 4 

Service Contracts 

A. SERVICE CONTRACTS REQUIRED 

Service contracts will be required as a condition precedent to 
service when: 

1. Required by a rate schedule; or 

2. A line extension advance is required under Rule No. 13; or 

3.Temporary service is installed under Rule No. 12. 

B. LARGE LOADS 

A service contract may be required of a customer who has a large 
load requiring the Company to make a substantial investment in 
facilities to serve him. Such contract may include termination 
charges, a guaranteed minimum charge or a minimum demand higher 
than specified in the rate schedule. 

C. COMMISSION APPROVAL 

Form contracts for service other than regular utility service 
provided under the provisions of the tariffs contained in these 
rules, are contained in these rules and are authorized by the 
Public Utilities Commission. Special contracts for service other 
than that provided under the tariffs or attached form contracts 
must be authorized by the Public Utilities Commission prior to the 
effective date of said contract. 

Each contract for service will contain a statement that it shall 
at all times be subject to changes or modifications by the Public 
Utilities Commission as said Commission may from time to time 
direct in the exercise of its jurisdiction. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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SUPERSEDING REVISED SHEET NO. 15 
Effective: October 2 8 .  1966 

REVISED SHEET NO. 15 
Effective: 

RULE NO. 7 

Discontinuance and Restoration of Service 

A. REASONS FOR DENYING SERVICE 

The Company may refuse or discontinue service for any of the reasons 
listed below: 

1. Without notice in the event of a condition determined by the 
Company to be hazardous. The Company shall have the right to 
refuse service to any applicant and to refuse or discontinue 
service to any customer whose wire, appliances, apparatus, or 
other equipment, or use thereof shall be determined by the 
Company to be unsafe or in violation of applicable laws, 
ordinances, rules or regulations of any public authority, or if 
any condition exists upon the applicant's or customer's premises 
shall be determined by the Company to endanger the Company's 
service facilities; 

The Company does not assume any duty of inspecting or repairing 
any applicant's or customer's wire, appliances, apparatus, or 
other equipment or any part thereof and assumes no liability 
therefor; 

2. Without notice in the event of customer use of equipment in such 
a manner as to adversely affect the Company's equipment or the 
Company's service to others; 

3. Without notice in the event of tampering with the equipment 
furnished and owned by the Company; 

4. Without notice in the event of unauthorized use or use in 
violation of applicable laws, ordinances, rules, or regulations of 
any public authority; 

5. For violation of and/or non-compliance with the Company's tariff 
or rules on file with and approved by the Commission. The 
Company may discontinue service to a customer if after written 
notice of such non-compliance the customer fails to comply 
within 5 days after date of presentation of such notice or 
within such other period of time after date of presentation of 
such notice as may be specified in such notice; 

HAWAIIAN ELECTRIC COMPANY, INC. 
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Superseding Revised Sheet No. 16 
Effective January 1, 1995 

REVISED SHEET NO. 16 
Effective 

RULE NO. 7 (Continued) 

Discontinuance and Restoration of Service 

6. For failure of the customer to fulfill his contractual 
obligations for service and/or facilities subject to regulation 
by the Commission; 

7. For failure of the customer to permit the Company reasonable 
access to its equipment; 

8. For non-payment of bill provided that the Company has made a 
reasonable attempt to effect collection and has given the 
customer written notice that he has at least 5 days, excluding 
Sundays and holidays, in which to make settlement on his account 
or have his service denied; 

9. If, for an applicant's convenience, the Company should provide 
service before credit is established or should continue service 
to a customer when credit has not been re-established in 
accordance with Rule No. 5 and he fails to establish or 
re-establish his credit within 5 days after date of presentation 
of written notice to do so or within such other period of time 
after date of presentation of such notice as may be specified in 
such notice, the Company may discontinue service; 

10.For failure of the customer to furnish such service equipment 
permits, certificates, and/or rights-of-way, as shall have been 
specified by the Company as a condition to obtaining service, or 
in the event such equipment or permission are withdrawn or 
terminated; or 

11. Fraud against the Company: 

Unless otherwise stated, the customer shall be allowed a reasonable 
time in which to comply with the rule before service is 
discontinued. No service shall be discontinued on the day preceding 
or day or days on which the Company's business office is closed 
unless provisions are made for payment or reconnection on days when 
the Company's business offices are closed, except as provided in 
Rules 7A1 and 7A2. 

HAWAIIAN ELECTRIC COMPANY, INC 
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Superseding SHEET NO. 16A 
Effective January 1, 1995 

REVISED SHEET NO. 16A 
Effective 

RULE No. 7 (Continued) 

B. CUSTOMER'S REQUEST FOR SERVICE DISCONTINUANCE 

When a customer desires to terminate his responsibility for service, 
he shall give the Company not less than 2 days notice and state the 
date on which he wishes the termination to become effective. A 
customer may be held responsible for all service furnished at the 
premises until 2 days after receipt of such notice by the Company or 
until the date of termination specified in the notice, whichever 
date is later. 

C. RETURNED PAYMENT CHARGE 

Payment by check or by any electronic payment form such as payment 
by credit card, debit card, or any form of automatic bill payment 
for any service covered herein which is returned by the financial 
institution on which it is issued will result in a fee to the 
customer of $16.00 per returned check or returned payment. 

D. FIELD COLLECTION CHARGE 

The Company shall require payment of $20.00 for a field call to the 
customer's service location necessitated by the customer's 
nonpayment of bills. This charge will be added to the customer's 
bill. 

E. SERVICE ESTABLISHMENT CHARGE 

The Company shall require payment of $20.00 for each establishment, 
supersedure, or re-establishment of electric service to any 
customer. This service establishment charge is in addition to the 
charges calculated in accordance with the applicable rate schedule 
and will be required each time an account is opened, including a 
turn on, a reconnection of electric service, or a change of 
customer which requires a meter reading. 

When a customer requests same day service or that electric service 
be turned on or reconnected outside of regular business hours, an 
additional charge of $25.00 will be assessed. 

HAWAIIAN ELECTRIC COMPANY, INC. 
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HAWAIIAN ELECTRIC COMPANY, INC 

TEST YEAR: 2005. DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENT RATES & PROPOSED RATES 
SCHEDULE R: RESIDENTIAL SERVICE 

SINGLE PHASE 

Present Rates Proposed Rates 
KWH $/Mo. $IMo. Increase $IMo. 

Present Rates Effective January 1, 1997 
Test -year 2005 FOA: 

@present rates = 5.414 $/kwh 
@ proposed rates = 0.000 $/kwh 

Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 

Increase % 
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HAWAIIAN ELECTRIC COMPANY, INC. 

TEST YEAR: 2005, DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENTRATES&PROPOSEDRATES 
SCHEDULE R: RESIDENTIAL SERVICE 

THREE PHASE 

Present 
Rates Proposed 

KWH $IMo. Rates $IMo. Increase $IMo. 

* Present Rates Effective January 1, 1997 
Test -year 2005 FOA: 

@present rates = 5.414 elkwh 
@ proposed rates = 0.000 $/kwh 

Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 

lncrease % 
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HAWAIIAN ELECTRIC COMPANY. INC. 

TEST YEAR: 2005, DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENTRATES&PROPOSEDRATES 
SCHEDULE G: GENERAL SERVICE, NON-DEMAND 

SINGLE PHASE 

Present Rate Proposed Rate 
KWH $IMo. $IMo. Increase $/Mo. 

* Present Rates Effective January 1, 1997 
Test -year 2005 FOA: 

@present rates = 5.414 $/kwh 
@ proposed rates = 0.000 $/kwh 

Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 

lncrease % 



HECO-R-2228 
DOCKET NO. 04-01 13 
PAGE 1 OF 1 

HAWAIIAN ELECTRIC COMPANY, INC, 

TEST YEAR: 2005, DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENT RATES & PROPOSED RATES 
SCHEDULE G: GENERAL SERVICE, NON-DEMAND 

THREE PHASE 

Present Rate Proposed 
KWH $/Mo. Rate $/Mo. Increase $/Mo. Increase % 

" Present Rates Effective January 1. 1997 
.Test -year 2005 FOA: 

@present rates = 5.414 #/kwh 
@ proposed rates = 0.000 QlkWh 

'Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 
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HAWAIIAN ELECTRIC COMPANY. INC. 

TEST YEAR: 2005, DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENTRATES8PROPOSEDRATES 
SCHEDULE J: GENERAL SERVICE DEMAND 

SINGLE PHASE 

KWH KWHlKW Present $lMo. Proposed $lMo. Increase $/Mo. Increase % 

' Present Rates Effective January 1, 1997 
Test -year 2005 FOA: 

@present rates = 5.414 $/kwh 
@ proposed rates = 0.000 $/kwh 

Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 
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HAWAIIAN ELECTRIC COMPANY, INC 

TEST YEAR: 2005, DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENT RATES & PROPOSED RATES 
SCHEDULE J: GENERAL SERVICE DEMAND 

THREE PHASE 

KWH KWHIKW Present $/Mo. Proposed $lMo. Increase $IMo. lncrease % 

* Present Rates Effective January 1, 1997 
Test -year 2005 FOA: 

@present rates = 5.414 QlkWh 
@ proposed rates = 0.000 $/kwh 

Test -year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 
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HAWAIIAN ELECTRIC COMPANY, INC 

TEST YEAR: 2005, DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENTRATESaPROPOSEDRATES 
SCHEDULE H: COMMERCIAL COOKING, HEATING. AIC. 8 REFRiGERATlON SERVICES 

SINGLE PHASE 

KWH 

Present Rates Effective January I ,  1997 
Test -year 2005 FOA: 

@present rates = 5.414 $/kwh 
@ proposed rates = 0.000 $/kwh 

Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 

Present $lMo. Proposed $/Mo. Increase $/Ma. Increase % 
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HAWAIIAN ELECTRIC COMPANY, INC. 

TEST YEAR: 2005, DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENTRATES&PROPOSEDRATES 
SCHEDULE H: COMMERCIAL COOKING, HEATING, AIC, & REFRIGERATION SERVICES 

THREE PHASE 

KW KWH KWHIKW Present $IMo. Proposed $lMo. Increase $lMo. Increase % 

'Present Rates Effective January 1, 1997 
Test -year 2005 FOA: 

@present rates = 5.414 $/kwh 
@ proposed rates = 0.000 $/kwh 

Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 
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HAWAIIAN ELECTRIC COMPANY, INC. 

TEST YEAR. 2005. DOCKET NO 0401 13 
BILL COMPARISONS UNDER 

PRESENT RATES 8 PROPOSED RATES 
SCHEDULE PS: LARGE POWER SECONDARY VOLTAGE SERVICE 

MWH KWHIKW Present $lMo. 

$10.863.04 
$17,942.29 
$21,389.47 
$24,836.65 
$28,283.83 

$17,892.59 
$29,691.34 
$35.436.64 
$41,181.94 
$46,927.24 

$52.542.32 
$87.938.59 

$105.174.48 
$122.410.38 
$139,646.27 

$170,330.37 
$288.317.96 
$345.770.94 
$403,223.92 
$460,676.90 

$338.599.02 
$574.574.19 
$689,480.1 5 
$804,386.1 1 
$919,292.07 

Proposed $IMo. 

$12.429.68 

Increase $IMo. Increase % 

' Present Rates Effective January 1. 1997 
Test -year 2005 FOA: 

@present rates = 5.414 flkWh 
@ proposed rates = 0.000 WWh 

Test - year 2005AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 
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HAWAIIAN ELECTRIC COMPANY, INC 

TEST YU\R: 2005, DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENT RATES 8 PROPOSED RATES 
SCHEDULE P P  M G E  POWER PRIMARY VOLTAGE SERVICE 

MWH KWHlKW Present SIMo. Proposed SlMo. Increase $IMo. 

' Present Rates Effective January 1.1997 
Test year 2005 FOA: 

@present rates = 5.414 elkwh 

Increase % 

@proposed rates = 0.000 PkWh 
Test - year 2005 AES Refund: 

@present rates = -.400% 
@proposed rates = 0.000% 
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HAWAIIAN ELECTRIC COMPANY. INC. 

TEST YEAR 2005. DOCKET NO' 0401 13 
BILL COMPARISONS UNDER 

PRESENT RATES &PROPOSED RATES 
SCHEDULE PT: LARGE POWER TRANSMISSION VOLTAGE SERVICE 

MWH KWHiKW Present $iMo. Proposed $IMo. Increase $IMo. Increase % 

' Present Rates Effective January 1, 1997 
Test -year 2005 FOA: 

@present rates = 5.414 #/kwh 
& proposed rates = 0.000 @/kwh 

Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 
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HAWAIIAN ELECTRIC COMPANY. INC 

TEST YEAR: 2005. DOCKET NO: 0401 13 
BILL COMPARISONS UNDER 

PRESENTRATES&PROPOSEDRATES 
SCHEDULE F: PUBLIC STREET LIGHTING, HIGHWAY LIGHTING, AND PARK AND PLAYGROUND LIGHTING 

Present Rates Proposed Increase Increase 
KW KWH KWHIKW $IMo. Rates $IMo. $IMo. (%) 

Present Rates Effective January 1. 1997 
Test -year 2005 FOA: 

@present rates = 5.414 $kwh 
@ proposed rates = 0.000 $/kwh 

Test - year 2005 AES Refund: 
@present rates = -.400% 
@proposed rates = 0.000% 
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INTRODUCTION 

Please state your name and business address. 

My name is William A. Bonnet and I am the Vice President of Government and 

Community Affairs for Hawaiian Electric Company, Inc. ("HECO"). 

Have you previously submitted testimony in this proceeding? 

Yes. I submitted written direct testimony, exhibits and workpapers as HECO T- 

23. 

What will you address in this testimony? 

In this testimony, I will address our Results of Operations and Revenue 

Requirements for the 2005 test year, and discuss our proposed implementation of 

the requested increase. 

RESULTS OF OPERATIONS AND REVENUE REOUIREMENTS 

What is HECO's rebuttal position with respect to revenue requirements for the 

2005 test year at this point in this proceeding? 

HECO's rebuttal testimonies and exhibits support normalized 2005 test year 

revenue requirements of $1,284,637,000, as shown in HECO-R-2301. (These 

amounts are based on May 1,2005 fuel oil and purchased energy prices and a 

8.83% return on average rate base, including a 1 1.0 % return on common equity.) 

HECO is requesting that it be granted a revenue increase of $63,035,000 (based 

on May 1,2005 he1 oil and purchased energy prices), or 5.2% over revenues of 

$1,221,602,000 at present rates for a normalized 2005 test year. Based on current 

effective rates (i.e. rates that are currentlv in effect for our customers) explanation 

is basically a restatement of the term.. ..suggest we either reword or deleteof 

$1,233,760,000 (based on May I, 2005 fuel oil and purchased energy prices), the 
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amount of the increase in revenues is $50,877,000, or 4.1%. See HECO-R-2302. 

How much of a rate increase did HECO request in its Application? 

The total rate increase HECO requested in its Application (filed on 

November 12,2004) was $98,614,000 (based on May 1,2004 fuel oil and 

purchased energy prices), or 9.9% over revenues at present rates for a normalized 

2005 test year. The amount of the increase in revenues requested was 

$74,194,000 (based on May 1,2004 fuel oil and purchased energy prices), or 

7.3% over revenues at current effective rates (i.e. rates that are currently in effect 

for our customers). 

What are present rates and charges? 

As shown on HECO-R-2301, HECO's revenues at present rates (and at proposed 

rates) are calculated in accordance with the base rates that were established as a 

result of Decision and Order No. 14412 (December 1 I, 1995) in Docket No. 7766, 

which utilized a 1995 test year, and Decision and Order No. 20292 issued July 1, 

2003 and Order No. 20310 issued July 9,2003 in Docket No. 03-0126, which 

implemented a rate reduction made possible as a result of the amendment of 

HECO's power purchase agreement with AES Hawaii, Inc. (Revenues at present 

rates include revenues that would be collected under the Energy Cost Adjustment 

Clause ("ECAC"), based on May 1,2005 fuel oil and purchased energy prices.) 

What is the difference between HECO's present rates and current effective rates? 

Revenues at present rates (and at proposed rates) are calculated without including 

revenues rewvered through the Integrated Resource Planning Cost Recovery 

Provision ("IRP Clause"). Current effective rates are the rates currently in effect, 

which include revenues recovered through the IRP Clause. 

What amount of current effective rates in the Results of Operations, proposed in 
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rebuttal, relates to revenues recovered through the IRP Clause? 

HECO's estimated revenues at current effective rates for the 2005 test year 

include revenues of $12,158,000 from the IRP Clause, including $1 1,479,000 for 

recovery of lost margins for demand-side management ("DSM") programs 

currently in effect, and $678,000 for recovery of a normalized level of incremental 

IRP planning costs included in the rebuttal 2005 test year estimates. (See HECO- 

R-2303.) Revenues collected f b m  customers already reflect these costs, thus this 

portion of the rate increase request, which shifts revenues from the IRP Clause to 

base rates, does not increase customer bills. 

How do the revenues from the IRP Clause included in current effective rates in 

rebuttal testimony compare to the IRP Clause revenues used in determining the 

current effective rates in direct testimony? 

The IRP Clause revenues in current effective rates in direct testimony amounted to 

$24,423,000, including $23,744,000 for recovery of DSM program costs, lost 

margins and shareholder incentives for DSM programs currently in effect, and 

$678,000 for recovery of a normalized level of incremental IRP planning costs 

included in the test year expenses. (See HECO-2303). The amount related to 

incremental IRP planning costs has not changed from direct testimony. 

Why have the IRP Clause revenues related to the DSM program costs, lost 

margins and shareholder incentives for DSM programs currently in effect been 

revised? 

As a result of the PUC-approved stipulations in 2001, as modified in 2002, HECO 

requested approval of its new and existing energy efficiency DSM programs and 

associated utility incentive mechanism in its rate case application, and direct 

testimony filing, and included the related costs in its proposed rate increase. On 
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March 16,2005, the PUC issued Order No. 21698, separating HECO's requests 

for approval of its existing and proposed DSM programs fiom the rate case 

proceeding into a new docket. As a part of the bifurcation order, HECO is 

allowed to continue its existing DSM programs and cost recovery mechanisms 

(under which programs costs, shareholder incentives, and lost margins between 

rate cases, are recovered through the DSM portion of the IRP surcharge.) The 

program costs related to the existing DSM programs (as well as the costs for new 

enhanced energy efficiency DSM programs) to the extent recovered through the 

DSM portion of the IRP surcharge has been removed fiom the rate increase 

request. The DSM portion of the IRP Clause revenues has been reduced to reflect 

only the lost margin portion of the existing DSM programs currently being 

recovered through the IRP surcharge. Mr. Alan Hee's rebuttal testimony HECO 

RT-10 discusses the calculation of the IRP Clause revenues. 

What would HECO's 2005 test year return on average rate base be for ratemaking 

purposes without rate relief! 

Without rate relief, HECO's normalized Results of Operations (based on 

May 1,2005 fuel and purchased energy prices) indicate a rate of return on average 

rate base of 5.63 % based on revenues at present rates, and 6.24% based on 

revenues at current effective rates (which include IRP Clause revenues) for the 

2005 test year, as shown in HECO-R-2301, and HECO-R-2302, respectively. 

What evidence has HECO presented to the Commission to support its test year 

revenue requirements? 

HECO's normalized test year revenue requirements have been justified by a 

completely documented rate case evidentiary record. The reasons for HECO's 

need for rate relief have been explained in HECO's Application filed on 
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November 12,2004, with detailed discussion included in HECO's direct and 

rebuttal testimonies, and associated exhibits and workpapers. The evidentiary 

record has subsequently been further developed by HECO's responses to the 

Consumer Advocate's ("CA") and the Department of Defense's ("DOD") 

information requests. 

Does this documentation represent all of the evidentiary record prior to the 

evidentiary hearing? 

No. The CA and the DOD have contributed in developing the prefiled record in 

this proceeding. The CA and DOD have submitted written testimonies, exhibits 

and workpapers that included information based on documentation provided in 

writing by HECO as discussed above, as well as informal meetings and telephone 

conversations at the staff level between HECO and the CA, and HECO and the 

DOD. The CA and the DOD also provided responses to HECO's information 

requests. 

Do you believe the record as described above is sufficient for the Commission to 

make an informed decision? 

Yes. Moreover, the record described above only details the prefiled written 

evidence up to this point in the proceeding. The Commission's decision will also 

have the benefit of the Company's responses to rebuttal information requests, and 

the evidence presented in the evidentiary hearing which is scheduled to begin on 

September 13,2005. 

RATE INCREASE IMPLEMENTATION 

How does HECO propose to implement its proposed rate increase? 

HECO proposes to implement the proposed rate increase in two steps: 
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1) Interim Step, and 

2) Final Increase. 

What is HECO proposing for the Interim Step? 

HECO proposes an Interim Step increase in an amount equal to the increase in 

rates to which the Commission believes HECO is "probably entitled" based on the 

evidentiary record before it, in accordance with H.R.S. Section 269-16(d). HECO 

requests that it be allowed to implement its proposed Interim Increase as soon as 

practicable after the evidentiary hearing is concluded. HECO is requesting an 

interim increase as soon as possible, since HECO requires rate relief as near to the 

beginning of the 2005 test period as practicable to provide the Company an 

opportunity to earn the rate of return on rate base authorized by the Commission 

in this proceeding. 

How should the Commission determine what the Company is "probably entitled" 

to based on the evidentiarv record before it? 

The amount of the interim increase to which HECO has shown "probable 

entitlement" should not be limited to the amount of the rate increase that is 

"uncontested" by the CA and the DOD. Instead, the Commission should also 

review the contested issues and add to the uncontested amounts, those amounts for 

which probable entitlement has been demonstrated. The starting point for the 

Commission in reviewing contested issues should be its own decisions in prior 

cases - - if the CA or DOD is proposing to disallow an expense that has been 

previously approved by the Commission, then the CA or DOD position should 

be accepted for purposes of the interim rate order. Conversely, if HECO is 

proposing to include an expense that has been previously rejected by the 

Commission, then HECO's position should not be accepted for purposes of the 
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interim rate order. In addition, the Commission should not accept a CA or DOD 

estimate for purposes of the interim where HECO has demonstrated that the CA or 

DOD made a computational or input error in arriving at its estimate, or where later 

available information demonstrates the unreasonableness of the CA or DOD 

estimate, or where the CA or DOD estimate is clearly too low. The same holds 

true for HECO's estimates. 

When does HECO propose to make the Final Step Increase effective? 

The Final Step Increase would become effective when the Commission issues its 

final decision and order to provide the balance of the total requested increase 

authorized but not included in the Interim Step. 

What rate mechanism does HECO propose to implement the Interim Step? 

HECO proposes to implement the final increase with the proposed rates and 

charges that are reflected in HECO-R-2224, or with such other rates and charges 

as approved by the Commission. HECO proposes to implement the Interim Step 

as surcharges to the various classes based on a percentage of the customer's bill 

(exclusive of Energy Cost Adjustment charges and other surcharges). HECO 

proposes that the allocation to each rate class be consistent with the likely final 

rate increase allocation. 

SUMMARY 

Mr. Bonnet, could you please summarize your testimony? 

Yes. HECO requests Commission approval of a general rate increase and revised 

rate and rule changes to be granted in the steps outlined above. 

In order for HECO to maintain its financial integrity and its ability to attract 

capital for its capital expenditures, it is essential that the Commission grant an 
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1 appropriate interim increase as soon as practicable after the evidentiary hearing is 

2 held. 

3 I believe the evidence presented by HECO has demonstrated the 

4 reasonableness of this request and bas satisfied HECO's burden of proof. 

5 Q. Does this conclude your testimony? 

6 A. Yes, it does. 
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Hawaiian Electric Company, Inc. 
Rebuttal 

Results of Operations 
2005 

( $  Thousands) 

Present 
Rates 

Additional 
Amount 

Revenue 
Requirements 
to Produce 
8.83% 

Return on 
Average 
Rate Base 

Electric Sales Revenue 1,218,267 
Other Operating Revenue 2,967 
Gain on Sale of Land 368 

TOTAL OPERATING REVENUES 1,221,602 

Fuel 
Purchased Power 
Production 
Transmission 
Distribution 
Customer Accounts 
Allowance for Uncoll. Accounts 
Customer Service 
Administration & General 
Labor Adjustment 

Operation and Maintenance 

Depreciation & Amortization 70,731 70,731 
Taxes Other Than Income 113,917 5,581 119,498 
Interest on Customer Deposits 378 378 
Income Taxes 21,207 22,332 43,539 

TOTAL OPERATING EXPENSES 1,158,707 27,972 1,186,679 

OPERATING INCOME 62,895 35,063 97,958 

AVERAGE RATE BASE 1,117,830 (8,458) 1,109,372 

RATE OF RETURN ON AVERAGE 
RATE BASE 5.63% 8.83% 

PbaseRebuttal.xls Results 
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Hawaiian Electric Company, Inc. 
With IRP Cost Recovery Provision 

Results of Operations 
2005 

( $ Thousands ) 

Current 
Effective Additional 
Rates Amount 

Electric Sales Revenue 1,230,425 50,162 

Other Operating Revenue 2,967 715 

Gain on Sale of Land 368 

TOTAL OPERATING REVENUES 1,233,760 50,877 

Fuel 
Purchased Power 
Production 
Transmission 
Distribution 
customer Accounts 
Allowance for Uncoll. Accounts 
Customer Service 
Administration & General 
Labor Adjustment 

Operation and Maintenance 

Revenue 
Requirements 
to Produce 

8.83% 

Return on 
Average 
Rate Base 

1,280,587 

3,682 

368 

Depreciation & Amortization 70,731 70,731 

Taxes Other Than Income 114,997 4,501 119,498 

Interest on Customer Deposits 378 378 

Income Taxes 25,513 18,026 43,539 

TOTAL OPERATING EXPENSES 1,164,105 22,574 1,186,679 

OPERATING INCOME 69,655 28,303 97,958 

AVERAGE RATE BASE 1,116,198 (6,827) 1,109,371 

RATE OF RETURN ON AVERAGE 
RATE BASE 6.24% 8.83% 

Results.xls Results 
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Hawaiian Electric Company, Inc. 
Docket No. 04-0 1 13 

Test Year 2005 
Reconciliation of 

Electric Sales Revenue at Present Rates to Current Effective Rates 
($ Thousands) 

Electric Sales Revenue at  Present Itate2 $ 1,218,267 

Estimated 2005 Residential Lost Margins 
in IRP Clause ~evenuea $ 2,495 

Estimated 2005 C&I Lost Margins 
in IRP Clause ~evenues' 8,984 

Total Lost Margins in IRP Clause Revenues $ 11,479 

Normalized Incremental IRP Planning Costs in test ye& 618 
Revenue tax factor (1.0975) 1.0975 

Normalized Incremental IRP Costs in IRP Clause Revenues 678 

Total IRP Clause Revenues 12,158 

Electric Sales Revenue at Current Effective ~ a t e d  % 1,230,425 

' HECO-R-2301 
2 HECO-R-2303, page 2 

HECO-1027 

HECO-R-2302 

Total may not add exactly due to rounding. 
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Hawaiian Electric Company, Inc. 

Docket No. 04-01 13, Test Year 2005 
Lost Margin Component of 2005 DSM Adjustments ' 

2005 Residential DSM Adiushnent 

Residential DSM Overcollection 2004 

lnterest Accrual for Jan 2004 - May 2005 

2004 Residential Program shareholders incentives 

Estimated 2005 Residential Program Costs 

Estimated 2005 Residential Lost Margin 2,495,398 

Revenue Taxes on 2005 Program Costs, 2004 Shareholders 
Incentives 8 2004-2005 Interest 463,523 

Total Residential DSM Program Costs to be Recovered $6,063,623 

2005 -1 DSM Adiustment 

C8l DSM Undercollection 2004 

lnterest Accrual for Jan 2004 - May 2005 

2004 C81 Program Shareholders lncentives 
Estimated 2005 C8l Program Costs 

Estimated 2005 C81 Lost Margin 

Revenue Taxes on 2005 Program Costs, 2004 Shareholders 
Incentives 8 2004.2005 Interest 659,582 

Total C&l DSM Program Costs to be Recovered $17,629,481 

Total DSM Program Costs to be Recovered, Residental8 C8l $23,693,104 

Lost Marain ComDonent of 2005 DSM Adiustments 

Estimated 2005 Residential Lost Margin $2,495,398 

Estimated 2005 C8l Lost Margin $8,983,563 

Total Estimated 2005 Lost Margin to be Recovered in DSM Adj. $1 1,478,961 

' Based on HECO DSM Cost Recovery as reported in HECOs Demand-Side Management Programs 
Acmmplishment and Surcharge Report dated May 31.2005 ("A8S Report") and provided to the 
Commission. the Consumer Advocate and the Department of Defense on May 31.2005. See 
HECO-RWP-2303 for excerpts of the A&S Report supporting the Loss Margin component of the 2005 DSM 
Adjustments. 

HECO-R-2303. Page 2.xls HECO-RWP-2301 
Pricing: py 8/2/2005 
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Hawaiian Electric Company, lnc. 
Docket No. 04-01 13, Test Year 2005 

2005 Lost Margin 

Rebuttal 

From 1996-2003 Installations $10,025,668 

From 2004 Installations $990,868 

From 2005 Installations $462,425 

Total $1 1,478,961 

Source: 
Column A: Based on HECO DSM Cost Recovery as reported in 

HECO's Demand-Side Management Programs 
Accornplishment and Surcharge Report dated May 31,2005 
("A&S Report") and provided to the Commission, the 
Consumer Advocate and the Department of Defense on May 
31,2005. See HECO-RWP-2303 for excerpts of the A&S 
Report supporting the Loss Margin component of the 2005 
DSM Adjustments. 

Column B: See HECO-WP-2302, Page 1 


